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If, by the grace of Congress, there is tax 
reduction in one area, there is likely to be 
an increase in taxes in another area. 
Capital gains is a danger area, and next 


month we have lined up three views on this 
important method of obtaining revenue. 


A man who wants to make a gift to mem- 
bers of his family has to choose between 
the gift in trust and the outright gift. Vic- 
tor R. Wolder's article reviews the factors 
which would motivate a gift by either 
method. 


How the United States estate and gift tax 
law applies to aliens is the subject of a long 
and exhaustive article by Henry Schneider. 


On the procedural side, there will be 
“Offers in Compromise—Their Use and 
Justification’’ by Urban C. Bergbaver, Jr. 





Tuis magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 
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The federal courts, the Tax Court and the Internal Revenue Service inter- 
pret the law by their numerous decisions. . . . In this department of 


the magazine, the reader will find comments on decisions and rulings 
selected from this never-diminishing stream for his current interest. 


A MEMBER of a country club entertained 
several groups of business customers at various times at the 
club—the usual entertainment, golf, drinks and dinner. He 
was not reimbursed by his partnership. He had no receipts, 
memoranda, etc., but he was allowed a deduction under the 
Cohan rule.—Louis Reinheimer, CCH Dec. 22,217(M), 16 TCM 
56. A dentist was not able to make the same kind of deduc- 
tions.—C. W. Lockey, CCH Dec. 22,206(M), 16 TCM 18. 


ArounpD THE TURN of the year a jury of 
a district court in Wyoming decided that a prize of $15,000 
for answering two questions over the telephone in a radio quiz 
was a gift, not income.—Zemp v. U. S., 57-1 ustc { 9243. Of 
course, 1954 Code Section 74 and pertinent regulations attempt 
to tighten the tax collector’s net on radio and TV give-away 
awards, but the mesh is large enough to let Nobel, Pulitzer 
and other similar awards drop through. Revenue Ruling 
55-314 lists a number of literary-scientific awards which are 
gift types. 


ApMITTEDLY to save income taxes, a tax- 
payer sold the stock of his corporation at its book value rather 
than selling the assets. But the transaction flopped as a tax- 
saver when the taxpayer (the seller) was taxed on the accumu- 
lated earnings and profits of the corporation. The court said 
the whole transaction was planned with the intention that the 
purchasers would acquire the operating assets in corporate 
form and in such a manner as to eliminate the accumulated 
earnings and profits by distributing them to the seller—Mayer 
v. Donnelly, 57-1 ustc J 9348 (DC La.). 


In A REFUND SUIT, a taxpayer contended 
that since all machinery was carried in one composite deprecia- 
tion account, it should not be charged for any gain on its sale 
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when it sold some of the items in the account. It had reported 
a gain by showing costs and depreciation taken. A New York 
district court held that gain materializes at the time of sale. 
Since the taxpayer had already voluntarily reported a gain, 
and the Commissioner had accepted the taxpayer’s figures, the 
refund suit was dismissed.—Rhode Island Worsted Company v. 


McMahon, 57-1 uste { 9353. 


PossESSION OF PROPERTY is one of 
the principal attributes of ownership. The right to early or 
immediate possession may affect the use, desirability and mar- 
ket value. Therefore, a payment to a seller of real estate to 
obtain possession at a date earlier than that specified in the 
purchase contract is a capital expenditure—Thalhimer Brothers, 
Inc., CCH Dec. 22,230, 27 TC —, No. 85. There was another 
angle in this case: The store had fire, water damage and busi- 
ness interruption insurance. The store had a fire. The date 
of the fire and the date on which the insurance settlement was 
made were separated by the ending of a fiscal year. The settle- 
ment was included in the later year because it took some time 
to determine the extent of the water damage and the damage 
from business interruption. 


T HE SOLE STOCKHOLDER drew money 
from the corporation which he used for his personal benefit. 
Because he gave no notes to the corporation and did not agree 
to pay interest, the Commissioner said that the money he 
withdrew was dividends, not a loan. The taxpayer actually 
did repay the amount withdrawn and he did so before he could 
have known that the Commissioner might determine the with- 
drawals to be dividends. The Tax Court said: “There is 
nothing unusual about a corporation loaning money to its sole 
stockholder without security, notes or interest.” When a 
bona-fide debtor-creditor relationship exists, the Tax Court 
will recognize it. This is proven by credible evidence as to 
the intent to repay.—A. J. Dalton, CCH Dec. 22,237(M), 16 
TCM 96. 


A CORPORATION in financial difficulties 
was indebted to a stockholder-officer because of unpaid salary. 
The officer forgave this indebtedness. In each of the years that 
it was supposed to have been paid to him, the taxpayer some- 
how had reported as income the salary he never received. The 
company deducted on its income tax return the salary which 
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it never paid. After cancellation of the indebtedness, the tax- 
payer sought to deduct the forgiven amount as an expense or 
as a loss. The Tax Court ruled that his cancellation of this 
indebtedness was a contribution to the capital of the corpora- 
tion. The purpose of forgiving the indebtedness was to 
strengthen the financial position of the company. The only 
possible way the taxpayer could recover his money would be 
through the sale of the corporation’s stock, because his con- 
tribution by cancellation increased the basis of his stock.— 
Leo Perlman, CCH Dec. 22,243, 27 TC —, No. 90. 


INTEREST earned on GI life insurance divi- 
dends left on deposit with the Veterans Administration is no 
longer tax free. Interest accumulations are now taxable and 
should be reported on the 1956 return. The benefits—divi- 
dends and all other proceeds except interest on dividends— 
are still tax free—VA Release. 


An EMPLOYEE was the recipient of a 
ten-year annuity purchased by his employer. The annuity 
provided that, if the employee died after the commencement 
of the monthly payments, the remainder of the monthly pay- 
ments would be paid to the employee’s wife. The bone of con- 
tention in this decision was an option of the employee to 
convert the ten-year annuity to a life annuity. The employee 
died without exercising the option and the government claimed 
that the value of this annuity should be included in the em- 
ployee’s estate. If the employee had purchased the annuity 
himself, the transfer of the annuity payments to the wife 
would have been includable, but since the employer purchased 
the annuity, there was no transfer of property made to the 
employee.—Libbey v. U. S., 57-1 ustc J 11,661 (DC Calif.). 


A SINGLE MAN was living in adulterous 
cohabitation with a married woman. He took the deduction 
for her as a dependent. This was disallowed by the court. 
“We are of the opinion that to so construe the statute would 
in effect ascribe to the Congress an intent to countenance, if 
not to aid and encourage, a condition not only universally 
regarded as against good public morals, but also constituting 
a continuing, willful, open, and deliberate violation of the 
laws of the State of Alabama. . . ."—Leon Turnipseed, CCH 
Dec. 22,244, 27 TC —, No. 91. 
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Tax news from the nation’s capital as it is made by the executive, the 
legislative and the judicial branches of government. Headlining this 
month's report: new Treasury position created . . . Supreme Court settles 
amortization squabble . . . House committee reports tax rate exten- 
sion bill . . . Tax Court explains policy toward circuit court reversals. 


Our Cover 


Featured on our cover this month is Dan 
Throop Smith, who. occupies the newly 
created position of Deputy to the Secretary 
of the Treasury. Prior to the creation of 
this position on January 10, 1957, Mr. 
Smith was Special Assistant to the Secre- 
tary of the Treasury in Charge of Tax 
Policy. 


Among his duties as Deputy to the 
Secretary of the Treasury, Mr. Smith will 
continue to represent the Secretary on mat- 
ters of tax policy before Congressional 
committees. He is also responsible for final 
review and approval of such regulations 
prescribed by the Commissioner of Internal 
Revenue as are required to be approved 
by the Secretary of the Treasury or his 
delegates. 


Mr. Smith was one of the original mem- 
bers of the present Administration in the 
Treasury, joining the Department in Janu- 
ary, 1953, as Assistant to the Secretary. 
He had an important role in the complete 
revision of the internal revenue laws in 
1954, enacted into law as the Internal Reve- 
nue Code of 1954. He and his staff worked 
closely with Congressional committees and 
their staffs as the section-by-section draft- 
ing was accomplished to revise the internal 
revenue laws. 


Mr. Smith is 49 years of age and a native 
of Chicago. He was graduated from Stanford 
University in 1928 and received a Ph.D. 
degree from Harvard in 1934, He has been 
a member of various faculties of Harvard 
University since 1930. Since 1945 he has 
been professor of finance at the Harvard 
Graduate School of Business Administra- 
tion. He is also a member of the faculty of 
the Graduate School of Public Administra- 
tion at Harvard University. Since 1946 he 


Washington Tax Talk 


has given courses in taxation and in mone- 
tary and fiscal policy, and conducted semi- 
nars on various aspects of taxation and 
fiscal policy. From 1948 to 1953 he was 
director of the research program at the 
Harvard Business School on the effects of 
taxation on business, conducted under a 
grant from the Merrill Foundation. The 
results of this research program have been 
published in seven books on different as- 
pects of business and in various technical 
articles. 

He is the author of Deficits and Depres- 
sions (1936) and the joint author of Tax- 
able and Business Income, published by the 
National Bureau of Economic Research, 
and of Effects of Taxation on Corporate 
Finance (1952). He is also the author of 
numerous articles published in professional 
and financial journals. 

The new Deputy to the Secretary of the 
Treasury has been a member of the Eco- 
nomic Policy Committee of the United 
States Chamber of Commerce; @ consultant 
to the Business Advisory Council of the 
Department of Commerce; a member of 
the Finance Committee of the Town of 
Concord, Massachusetts; a director of Tax 
Institute, Inc.; and a consultant to the 
United Nations. 


The Supreme Court 


The hassle over whether a taxpayer was 
entitled to rapid amortization of the entire 
cost of national defense facilities even 
though only a part of the cost was certified 
as n cessary by the War Production Board 
has been settled by the Supreme Court in 
favor of the government. Only that part 
certified is eligible for rapid amortization, 
the Supreme Court said. The Court re- 
versed the holding of the Court of Claims 
in U: S. v. Allen-Bradley Company, 57-1 ustc 
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{ 9337, reversing 56-1 ustc J 9432 (Ct. Cls.), 
and upheld the Second Circuit’s reversal 
of the Tax Court in National Lead Company 
v. Commissioner, 57-1 ustc J 9338, affirming 
56-1 ustc J 9290 (CA-2). 


The Court will decide the issue of whether 
pinball machines (which are ordinarily sub- 
ject to a $10 per year federal tax) are tax- 
able as slot machines at $250 a year when 
they pay off in merchandise or free games 
which are redeemable in cash. Such an in- 
terpretation is being sought by the federal 
government. 


Certiorari has been granted in U. S. v. 
W. Korpan, 56-2 ustc $9935 (CA-7). In 
that case, the Seventh Circuit held that 
Congress never intended to place ordinary 
pinball machines in the category of “so- 
called ‘slot’ machines,” subject to a $250 
a year occupational tax, even though they 
may entitle the player to free plays which 
are redeemable in cash on request. 


The federal government has also filed 
appeals in a number of cases where district 
courts have followed the Seventh Circuit's 
decision. In U. S. v. J. B. Hunt, 57-1 uste 
7 9241 (DC Minn.) (Docket No. 674), an 
Eighth Circuit district court dismissed an 
indictment charging willful failure to pay 
the $250 tax. This case, like the others 
being appealed, concerned pinball machines 
on which the free games were redeemable 
in cash. The other district court decisions 
are from courts in Arkansas (Eighth Cir- 
cuit), Louisiana (Fifth Circuit) and Arizona 
(Ninth Circuit). 


The Congress 


Two Presidential requests for legislation, 
contained in his budget message and eco- 
nomic report, have been introduced in bill 
form in Congress. 


In order to keep revenues ahead of ex- 
penditures, the President had requested that 
the normal tax rate on corporate income 
be maintained at 30 per cent and that excise 
tax rates on automobiles and parts, cigar- 
ettes, distilled spirits, wines and beer also 
be kept at current levels. 


A bill to accomplish these goals (H. R. 
4090) was reported to the House on Febru- 
ary 7 by the House Ways and Means Com- 
mittee. The extension of the rates would 
be from April 1, 1957, to March 31, 1958. 
The bill was reported without amendment. 
During consideration of the bill by the 
House, a “closed rule” will apply—only 
amendments sponsored by the Ways and 
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Means Committee will be accepted on the 
floor, and debate will be limited. 


Meeting a Presidential request to open 
up the funds of regulated investment trusts 
to state borrowing is H. R. 1222. The In- 
ternal Revenue Code would be amended 
to extend the “conduit principle” to regu- 
lated investment companies on assets held 
in state and local securities. Such invest- 
ment companies do not at present invest 
their funds in the tax-exempt bonds of state 
and local governments because they cannot 
pass through to their shareholders the ex- 
empt status of the income received. The bill 
would extend this privilege to regulated in- 
vestment companies who have at least 90 
per cent of their assets invested in such 
securities. 


The Mills subcommittee on internal rev- 
enue taxation and the Forand subcommittee 
on excise taxes of the House Ways and 
Means Committee were re-established for 
the duration of the Ejighty-fifth Congress 
at an organizational meeting of the parent 
committee January 15. The subcommittees 
have the same membership and jurisdiction 
they had during the second session of the 
Eighty-fourth Congress. Also re-established 
with the same membership and jurisdiction 
was the Boggs subcommittee on customs, 
tariffs, and reciprocal trade agreements. 


The re-established House Ways and 
Means subcommittee on excise taxes has 
submitted to the full committee recom- 
mended changes in the Excise Tax Tech- 
nical Changes Bill. If the changes are 
approved by the parent committee, they will 
be incorporated into the bill when it is re- 
introduced in the Eighty-fifth Congress. A 
total of 87 changes were proposed. 


The Internal Revenue Service has been 
called upon to speed up its reports of in- 
come data by the Joint Committee on In- 
ternal Revenue Taxation in Staff Study IT, 
entitled Expediting the Publication of Statis- 
tics of Income. Broad public and government 
agency interest in the data is the basis for 
calling for the faster reporting. The Service 
was asked (1) to review the uses of the 
data and establish priority for publishing 
data for each major class of user, to elimi- 
nate unnecessary tables and publish low- 
priority tables at less frequent intervals; (2) 
to make brief, quick tabulations of selected 
items (the number of returns and exemp- 
tions, and amounts of adjusted gross in- 
come, salaries and wages, tax liability, 
sick-pay exclusions, dividend credits and 
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Some Aspects of Basis 
and the Proposed Regulations 


By MARVIN A. CHIRELSTEIN 


The proposed regulations under Section 1014 deal specifically with the operation 


of the death-basis rule, but actually cover more. 


Offered the 


opportunity to revise prior regulations and pressed to a solution of certain 
problems arising under 1014(b)(9), the Treasury has partly overhauled its 
exposition of the uniform-basis rule and, in the process, quietly 

taken a position on certain issues which have long stood in need of clarification. 


ROPOSED REGULATIONS under 

Section 1014, relating to the basis of 
property acquired from a decedent, have 
recently been. issued by the Treasury. Of 
particular interest is the proposed treatment 
of the basis of property transferred in trust 
during life and subsequently included in the 
grantor’s gross estate. The following dis- 
cussion is chiefly concerned with the basis 
consequences of such lifetime transfers and 
with certain other long-standing issues re- 
lating to the basis of beneficial interests in 
trust property. 


Section 113(a)(5) of the 1939 Code pro- 
vided that the basis of property acquired 
from a decedent by bequest, devise or in- 
heritance was its fair market value at the 
date of such acquisition (or at the alternate 
estate tax valuation date). In general, this 
provision has caused no serious technical 
difficulties in recent years. As a matter of 
policy, however, commentators recognized 
that Section 113(a)(5) failed to cover two 
major classes of property transmitted by 
inheritance and subject to estate tax. First, 
with minor exceptions, Section 113(a)(5) 
did not extend the death-basis rule to prop- 


erty transferred during life which fell into 
the decedent’s estate under any of the 
various estate tax provisions governing 
transfers to take effect at death. Second, 
property held in joint tenancy or in a 
tenancy by the entirety was not treated as 
having been acquired by bequest, devise or 
inheritance, even though the decedent had 
supplied all of the consideration for the 
property and its entire value was included 
in his gross estate. 


To the extent that these two types of 
property retained the decedent’s basis fol- 
lowing his death, there was an absence of 
correlation between Section 113(a)(5) and 
Section 811, which defined the gross estate 
for tax purposes. 

Section 1014 of the 1954 Code supplies 
these omissions. While similar in all other 
respects to Section 113(a)(5), Section 1014 
contains a new provision which, with cer- 
tain exceptions, confers a value-at-death 
basis upon any property included in the 
decedent’s estate for estate tax purposes. 
The new provision—paragraph (9) of sub- 
section (b)—applies only in the case of 
decedents dying after December 31, 1953. 
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Until recently the author was 
attached to the Legal Advisory Staff 
of the Treasury. He is now associated 
with the New York City law firm of 
Kaye, Scholer, Fierman & Hays. 


Subsection (a) of Section 1014 states the 
general rule that property acquired or pass- 
ing from a decedent shall take a basis equal 
to its value at the date of the decedent’s 
death or at the alternate valuation date. 
This principle is expressed more clearly 
than it was in Section 113(a)(5) which 
made reference to “the time of ac- 
quisition” rather than to the date of death. 
The substance is, of course, unchanged.’ 
Subsection (a) also provides that the gen- 
eral rule shall apply only if the property is 
not disposed of prior to the decedent's 
death by the person who has acquired the 
property from the decedent. This qualifi- 
cation, which operates with respect to prop- 
erty which is the subject of an inter-vivos 
transfer, is discussed more fully below. 


Subsection (b) names the classes of prop- 
erty which qualify for Section 1014 treat- 
ment. Paragraphs (1) through (8) of 
subsection (b) are carried over from prior law 
without important change. Thus, the death- 
basis rule continues to apply to property 
acquired by bequest, devise or inheritance; 
to the survivor’s share in community prop- 
erty; to property passing under a general 
power of appointment exercised by will; to 
stock or securities in a foreign personal 
holding company (unless the decedent’s 
basis is lower than the value of such secu- 
rities at the time of death); to property 
transferred during life as to which the dece- 
dent retained both the income interest and 
a power’ to alter, amend, revoke or termi- 
nate; and to the survivor’s interest in a 
joint-and-survivor annuity if the annuity 
was taxed in the decedent’s estate (now 
limited to decedents dying on or before 
December 31, 1953). 


Paragraph (9) of subsection (b), with 
which this discussion is mainly concerned, 
provides that the general rule of subsection 
(a) shall apply, in the case of decedents 
dying after December 31, 1953, to “property 
acquired from the decedent by reason of 
death, form of ownership, or other condi- 
tions (including property acquired through 
the exercise or nonexercise of a power of 





1 The proposed regulations make it clear that 
the alternate estate-tax valuation date is avail- 
able, for basis purposes, only where an estate 
tax return is required to be filed under Section 
6018. Regs. Sec. 1.1014-3(a). 
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appointment), if by reason thereof the 
property is required to be included in deter- 
mining the value of the decedent’s gross 
estate” under the 1954 or 1939 Code. While 
these terms are not as clear as might be 
wished, the new provision is plainly de- 
signed to confer a date-of-death basis upon 
any property, not otherwise described in 
subsection (b) or specifically excepted, which 
is included in the decedent’s estate for 
estate tax purposes. 


Paragraph (9) contains, in addition, a 
novel restriction upon the customary opera- 
tion of the death-basis rule, which is of 
importance in the case of depreciable (or 
depletable) property. Where such property 
is acquired before the decedent’s death, the 
date-of-death value must be reduced (for 
basis purposes only) by any deductions for 
depreciation or depletion allowed to the 
donee in respect of the property during the 
decedent’s lifetime. To illustrate the sim- 
plest case, assume that a decedent trans- 
ferred an apartment building to his son in 
contemplation of death, the building having 
a basis and value of $40,000 at the time of 
transfer. Assume further that the son was 
allowed deductions for depreciation in the 
total amount of $1,000 prior to the dece- 
dent’s death, and that the value of the 
building at the date of the decedent’s death 
was $45,000. The basis of the property in 
the son’s hands immediately after the dece- 
dent’s death was $44,000. The basis-reduc- 
tion principle raises a variety of technical 
problems, particularly in connection with 
property transferred in trust, of which at 
least some are discussed below. 

Paragraph (9) is specifically made inappli- 
cable to property described in any other 
paragraph of subsection (b), to annuities 
described in Section 72, and to stock or 
securities in a foreign personal holding com- 
pany. Finally, as noted above, the death- 
basis rule does not operate where property 
acquired from a decedent during his life is 
sold or otherwise disposed of before the 
decedent’s death. 

Subsections (c) and (d) provide, respec- 
tively, that Section 1014 shall not apply to 
property constituting income in respect of 
a decedent under Section 691 or to re- 
stricted stock options unexercised at the 
date of the decedent’s death. Considerable 
outcry has been raised against the exclusion 
of restricted stock options, and legislation 


2? The statute suggests, and the proposed regu- 
lations indicate, that the power must be one 
which is exercisable solely by the decedent. To 
the contrary, however, is Hazel Beckman, 26 
TC —, No. 147 (1956). 
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modifying Section 1014(d) was introduced 
in the last Congress.* 

The proposed regulations under Section 
1014 contain a good many of the solutions 
to foreseeable problems. These regulations 
are written with clarity and should prove 
helpful to practitioners. Some of the issues 
dealt with therein, along with a few addi- 
tional queries, are pointed up in the follow- 
ing paragraphs. 


Uniform-Basis Rule 


The proposed regulations deal specifically 
with the operation of the death-basis rule, 
but actually cover a good deal more. In 
general, they explain and purport to justify 
the principle of uniform basis, which has 
for over 20 years governed the determination 
of the basis of donated estates. Offered the 
opportunity of revising prior regulations, 
and pressed to a solution of certain prob- 
lems arising under Section 1014(b)(9), the 
Treasury has partly overhauled its exposi- 
tion of the uniform-basis rule and, in the 
process, quietly taken a position on certain 
issues which have long stood in need of 
clarification. Discussion or, at least, pub- 
licity seems in order. 


Stated briefly,* the uniform-basis rule 
provides that the basis of property acquired 
from a decedent by bequest, devise or in- 
heritance, is always the same, or “uniform,” 
whether the person acquiring the property 
is, for example, an executor, legatee, trus- 
tee or remainderman upon the termination 
of a trust. All titles in the property are 
deemed to relate back to the death of the 
decedent, so that whether distribution is 
made immediately or many years later, the 
basis of the property in the hands of 
the distributee is its fair market value at the 
date of the decedent’s death adjusted under 
Section 1016 for depreciation taken or im- 
provements added subsequent to the date 
of death. The same rule is established in 
connection with property acquired by gift, 


the datum point being, of course, the time 
of gift. 

Determination of the bases of beneficial 
interests in trust property is also made with 
reference to the uniform-basis rule. Such 
determination is made quite simply by as- 
signing to each beneficial interest its pro- 
portionate share of the full uniform basis of 
trust property. Thus, upon creation of the 
trust, the uniform basis of trust property is 
divided between the life tenant and the 
remainderman in terms of the respective 
values of their interests computed actuari- 
ally. Since, however, the respective values 
of the life and remainder interests change 
with the passage of time, the division of 
the uniform basis also changes in the direc- 
tion of increasing the remainderman’s share 
and decreasing that of the life tenant. Cap- 
ital changes, such as improvements and 
depreciation, which affect the uniform basis 
of trust property, are likewise reflected in 
the bases of the life and remainder interests 
“without regard to which one of the persons 
to whom the same uniform basis is appli- 
cable makes the capital expenditures or 
sustains the capital losses, or to whom the 
tax-free or other distributions are made, or 
to whom the deductions are allowed or 
allowable.”* Thus, although the deduction 
for depreciation is allowed in full to the life 
tenant where trust income is fully distrib- 
utable," the reduction in the uniform basis 
occasioned thereby must be reflected in the 
basis of the remainder as well as in that of 
the life estate. 


Since the bases of the beneficial interests 
in trust property merely represent the actu- 
arially computed shares of the uniform basis 
of the property in the hands of the trustee, 
any change in the trustee’s basis resulting, 
for example, from a sale and reinvestment 
of trust assets is correspondingly reflected 
in the bases of the beneficial interests. On 
the other hand, the sale or other disposition 
by a life tenant or by a remainderman of 
his beneficial interest will have no effect 





°H. R. 7193, 84th Cong., Ist Sess. (1955), 
would have amended Section 1014(d) to provide 
a value-at-death basis for restricted stock op- 
tions unexercised at death. In the case of 
85-95 per cent options, however, the ‘‘compensa- 
tion’’ element would still be taxable as ordinary 
income on disposition of the stock by the estate. 

*See Regs. Sec. 1.10144. The uniform-basis 
rule made its first appearance in the regulations 
issued in connection with the Revenue Act of 
1934, and was included therein largely in re- 
sponse to two related issues. The first such 
issue was whether the basis of property dis- 
tributed to the contingent remainderman of a 
testamentary trust is the value of the property 
at the death of the decedent or its value at the 
time of distribution. The second issue was 


whether, in the case of an interest in property 
acquired from a decedent, taxable gain arises 
by virtue of an increase in the value of such 
interest due solely to the passage of time. The 
uniform-basis rule was designed to provide the 
same answer to both questions, namely, that 
property derived from a decedent shall take a 
basis equal to its value at the decedent's death 
even though it vests in possession at a later 
date. See Helvering v. Reynolds, 41-1  usrte 
7 9484, 313 U. S. 428; William H. Slack, Jr., 
CCH Dec. 9676, 36 BTA 105 (1937); G. C. M. 
19884, 1938-1 CB 290; Regs. Sec. 1.1014-5. 

5 Regs. Sec. 1.1015-1(b). 

* Regs. Sec. 1.1014-4(b); see I. T. 3911, 1948-1 
CB 66. 

* Code Sec. 167(g). 
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upon the uniform basis of the property in 
the hands of the trustee or in the hands of 
one who ultimately receives the property 
upon termination of the trust. Thus, gain 
or loss from the sale of trust assets by the 
trustee, as well as the amount of deprecia- 
tion allowable in respect of trust assets, 
will be determined without regard to the 
prior disposition of a beneficial interest in 
the trust property.’ 


These principles having been established 
long before the enactment of the 1954 Code, 
the question apparently encountered in draft- 
ing the proposed regulations under Section 
1014 was whether the addition of subsection 
(b)(9) required any amplification of the 
uniformity principle, especially in view of 
the wide variety of estate tax consequences 
which may arise from incomplete lifetime 
transfers in trust. The Treasury very clearly 
concluded that an elaboration was desirable. 


The simplest case is simply handled. 
Assume that the decedent transfers prop- 
erty in trust, with the life estate to A and 
the remainder to B or B’s estate. The 
transfer is subsequently shown to have been 
made in contemplation of death. The prop- 
erty consists of 100 shares of X corporation 
having a value of $15,000 at the date of the 
decedent’s death. Assume that the life ten- 
ant’s age is 40 at the decedent’s death. 
Turning to the life expectancy tables, it may 
be seen that A’s share of the uniform basis 
is $9,436 immediately following the dece- 
dent’s death, while B’s share is $5,564. As 
time passes, A’s basis shrinks and B’s 
expands. At A’s death, terminating the 
trust, B’s basis for the stock distributed to 
him will be $15,000, that is, 100 per cent of 
the uniform basis of the entire property. If 
the property has increased or decreased in 
value during A’s lifetime, B will realize a 
gain or loss upon its subsequent disposition 
by him; if the value of the stock has not 
changed, no gain or loss will be recognized 
by B upon such subsequent disposition. 


Some difficulty arises where the trust con- 
tains depreciable property, in view of the 
basis-reduction principle of subsection (b) (9). 
Thus, assume that the property transferred 
by the decedent in the above example was 
an apartment building, and that $1,000 in 
depreciation was allowed to A during the 
decedent’s lifetime. While the statute is 
somewhat ambiguous, the proposed regula- 
tions take the position that the uniform 


* Regs. Sec. 1.1014-4(a) (1). 

* Regs. Sec. 1.1014-6(c)(2), Example 1. See, 
United States Trust Company of New York, 
CCH Dec. 8672, 31 BTA 54 (1934). 
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basis of the property in the hands of 
the trustee must be reduced even though the 
trustee was not the taxpayer to whom the 
depreciation was allowed.’ Accordingly, in 
our example, if the property were depre- 
ciable and had a value of $15,000 at the 
time. of the decedent’s death, the uniform 
basis immediately following death would be 
$15,000 (value at death) less $1,000 (amount 
allowed for depreciation), or $14,000. Simi- 
larly, in determining the basis of each of 
the beneficial interests, the uniform basis of 
$14,000 would be divided between the life 
and remainder interests by the customary 
actuarial method. Accordingly, A’s share 
of the uniform basis would be $8,807 imme- 
diately following the decedent’s death, and 
B’s share would be $5,193. Here, as through- 
out its exposition of Section 1014 generally, 
the Treasury seems to have attempted to 
observe the normal operation of the uni- 
form-basis rule whenever the consequences 
of such operation appeared to be reasonable 
and consistent with a fair reading of the 
statute. Since adjustments for depreciation 
are normally reflected in the uniform basis 
of the property, the special adjustment re- 
quired by subsection (b)(9) is similarly 
treated under the proposed regulations. 


More serious problems arise where, owing 
to the operation of the estate tax, only a 
portion of the entire property transferred 
by the decedent is included in his gross 
estate. The proposed regulations dwell at 
considerable length upon an example in- 
volving the retention of a secondary life 
estate. Thus, assume that a decedent trans- 
fers property in trust to pay the income to 
A for life and the remainder to B or his 
estate; but if the decedent survives A, the 
income is payable to the decedent during 
his life. Assume that the decedent prede- 
ceases A, On this set of facts it is quite 
clear that the property transferred is in- 
cluded in the decedent’s estate. The amount 
subject to tax, however, may not exceed 
the present value of the remainder interest 
(that is, the value of the entire property less 
the value of the outstanding life estate), 
since A’s life interest precedes and is there- 
fore unaffected by the decedent’s secondary 
life estate.” Similarly, if the property has 
appreciated in value at the time of the dece- 
dent’s death, the adjustment to the uniform 
basis under Section 1014(a) should be re- 
stricted to that part of the appreciation 
which “belongs” to the remainder interest. 

%” Estate of Nathan v. Commissioner, 47-1 
ustc { 10,541, 159 F. (2d) 546 (CCA-7); Marks v. 


Higgins, 54-2 ustc { 10,951, 213 F. (2d) 884 
(CA-2). 
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Thus, if the remainder interest represents 
40 per cent of the value of the entire prop- 
erty at the time of the decedent’s death, it 
seems apparent—and the proposed regula- 
tions affirm “—that the uniform basis of the 
property should be adjusted upwards in an 
amount equal to 40 per cent of the total 
appreciation in the property’s value. 


A second example, somewhat less rare 
perhaps, would involve the retention by the 
decedent of an ultimate reversion in the 
property transferred, whether expressly re- 
served or arising by operation of law. Sup- 
pose the decedent transferred property in 
trust to pay the income to A for life and the 
remainder to B; but if B fails to survive A, 
the entire property is to revert to the dece- 
dent or his estate. Suppose the decedent 
predeceased both A and B. Only the value 
of the reversion, which we shall assume to 
be worth 5 per cent of the value of the 
entire property, is included in the decedent’s 
gross estate. Accordingly, if the property 
has appreciated in value, the uniform basis 
is adjusted upward to the extent of 5 per cent 
of the total appreciation in the property’s 
value at the time of the decedent’s death. 


A secondary issue which arises where 
only a portion of the property is included 
in the decedent’s estate is whether the re- 
sulting adjustment to the uniform basis 
should be reflected uniformly in the basis 
of each of the beneficial interests. As stated 
above, capital changes, such as depreciation 
and improvements, which affect the uniform 
basis of the property are generally reflected 
in the bases of the life and remainder in- 
terests in proportion to the actuarial value 
of each. Is there any justification for dif- 
ferent treatment where only a portion of 
the trust corpus is subjected to the estate 
tax owing to the inclusion of the value of 
one of the beneficial interests, say the re- 
mainder, in the decedent’s estate? 


The Treasury has adopted a somewhat 
novel approach to this problem—novel, at 
least, in view of its persistent regard for the 
uniform-basis rule under all other circum- 
stances. In general, the concept here intro- 
duced by the proposed regulations is that 
where only one of several beneficial interests 
in a trust is included in the decedent’s 
estate, the benefit (or detriment) of the 
adjustment to the uniform basis of the prop- 
erty in the hands of the trustee is to be 


allocated solely to the owner of the bene- 
ficial interest to which the property taxed 
in the decedent’s* estate shall ultimately 
descend.” 


To illustrate: If the decedent, as in the 
above example, reserves a secondary life 
estate and the value of the remainder in- 
cluded in the decedent’s estate is worth 
40 per cent of the value of the entire prop- 
erty at the time of the decedent’s death, 
the resulting adjustment to the uniform 
basis of the property is allocated in full to 
the basis of the remainder interest and is 
forever withheld from the life tenant. The 
bases of the life and remainder interests still 
change, as time passes, in the direction of 
decreasing the former and increasing the 
latter; but this is true only in respect of 
the uniform basis of the property computed 
without regard to the adjustment required 
by Section 1014. In other words, disregard- 
ing for the moment the adjustment required 
by Section 1014, the first step is to divide 
the uniform basis between the life and re- 
mainder interests in the customary manner. 
The amount of the Section 1014 adjustment 
(whether upward or downward) is then 
allocated exclusively to the remainderman, 
is not subject to division, and remains fixed 
thereafter in the basis of the remainder 
interest. At the death of the life tenant, 
the remainderman will take the property at 
a basis which would include, in effect, the 
uniform basis of the property immediately 
before the decedent’s death plus (if the 
property has appreciated) the adjustment 
resulting under Section 1014 from the inclu- 
sion of the remainder interest in the dece- 
dent’s gross estate. 


To illustrate further, reconsider the ex- 
ample in which the decedent creates a trust 
to pay the income to A for life, remainder 
to B; if B should predecease A, the property 
is to revert to the decedent or his estate. 
Assume that the decedent predeceases A 
and B, and that his reversionary interest is 
worth.5 per cent of the value of the entire 
property at the time of his death. Assume 
also that the property has a uniform basis 
of $100 immediately prior to the decedent’s 
death, and a value of $160 at time of death; 
that A’s share of the uniform basis (actuar- 
ially computed) is 40 per cent; and that 
B’s share is 55 per cent. The proposed 
regulations do not specifically state the re- 
sults in a case of this kind but do offer 





" Regs. Sec. 1.1014-6(b) (3) (i). 

% The proposed regulations are enigmatic on 
this point, but the reasoning appears to be 
somewhat as suggested. See Regs. Secs. 1.1014-6 
(b)(3) (iil) and 1.1014-7(a), Step 6. Stated an- 


other way, the basis of an interest in property 
shall be determined under Section 1014 only 
where that interest is acquired under circum- 
stances requiring its inclusion in the decedent's 
gross estate. 
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enough in the way of theory to suggest that 
immediately after the decedent’s death the 
uniform basis of the property in the hands 
of the trustee is $103 ($100 (uniform basis 
prior to death) plus $3 (5 per cent of the 
$60 appreciation)). As to the bases of the 
individual beneficial interests, note that B 
(whose interest is contingent on his sur- 
viving A) and the decedent’s estate (whose 
interest is contingent on B’s predeceasing 
A) are alternate recipients of the fee. The 
underlying property may descend to either 
depending upon which way the contingency 
falls. Accordingly, it would seem that the 
$3 of capital appreciation which is taxed in 
the decedent's estate should be divided be- 
tween the remainderman and the reversioner 
in terms of the actuarial values of their re- 
spective interests in respect of the $3 of 
appreciation. Thus, immediately after the 
decedent’s death, A’s share of the uniform 
basis would be $40; B’s share would be 
$57.75 ($55 (basis of remainder just prior to 
decedent’s death) plus $2.75 (B’s actuarial 
share of the $3 of appreciation)); and the 
share of the decedent’s estate would be 
$5.25 ($5 (basis of reversion just prior to 
decedent’s death) plus 25 cents (reversioner’s 
actuarial share of the $3 of appreciation) ). 
At A’s death, terminating the trust, the 
distributee will take the property at a basis 
of $103, whether that distributee is B or 
the decedent’s estate. 


Additional complications appear where 
the underlying property is depreciable and 
where, owing to the operation of the estate 
tax, only a portion of the property is in- 
cluded in the decedent’s gross estate. Two 


questions must be considered. As stated 
above, Section 1014(b)(9) requires a reduc- 
tion in basis to the extent of any deprecia- 
tion allowed as a deduction prior to the 
decedent’s death. If only the remainder 
interest is included in the decedent's estate, 
and if depreciation has been allowed in full 
to the life tenant, to what extent does 
the basis-reduction rule operate to reduce the 
uniform basis of the property following the 
decedent’s death? Further, in the same 
case, if the property has appreciated in value 
at the time of the decedent's death, the uni- 
form basis will be adjusted upwards and a 
larger depreciation allowance will be avail- 
able. Is such increase in the depreciation 
allowance fully allocable to the life tenant 
under Section 167(g)? 


The principles outlined above are pur- 
sued consistently with respect to both ques- 
tions in the proposed regulations. While 


% Regs. Sec. 1.1014-6(c). 
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depreciation allowed on the property prior 
to the decedent’s death serves to reduce the 
uniform basis under Section 1014(b)(9), the 
amount of the reduction is limited to an 
amount which bears :he same relation to the 
total of such depreciation as the value of 
the interest included in tne decedent's estate 
bears to the value of the entire property.” 
Moreover, assuming that the remainder is 
the interest included in the estate, if the 
property has appreciated in value, the in- 
crease in the amount of depreciation allow- 
ance (resulting from the increase in the 
uniform basis) is reserved for the benefit of 
the remainderman alone. The life tenant 
continues to be allowed the same dollar 
amount of depreciation as was allowed to 
him prior to the decedent’s death.“ Thus, 
if the trustee is authorized to create a re- 
serve for depreciation, the increase in the 
depreciation allowance may be used by the 
trustee and set aside by him as a recovery 
of corpus. If the trustee does not or cannot 
create such a reserve, then the increase in 
basis resulting from the inclusion of the 
remainder will ultimately be depreciated by 
the remainderman himself when the life 
estate falls in and the trust is terminated. 
The proposed regulations do not indicate 
what is the proper treatment of depreciation 
where the value of the property is lower 
at the time of the decedent’s death. Since 
any detriment, as well as any advantage, 
occasioned by the operation of Section 1014 
(b)(9) remains with the owner of the in- 
terest included in the decedent’s gross 
estate, it may be that the amount of depre- 
ciation allowable to the life tenant following 
the decedent’s death should be the same as 
that allowed prior thereto. On the other 
hand, it can be argued that since the uni- 
form basis of the property has decreased 
owing to the operation of Section 1014, the 
depreciation allowance must also be reduced 
in order to prevent recovery of an amount 
which would, in total, otherwise exceed the 
basis of the entire property. 

A final matter treated by the proposed 
regulations in connection with the uniform- 
basis rule involves the acquisition of a 
remainder interest by bequest, devise or 
inheritance, by gift and by purchase. Sup- 
pose the decedent creates a trust by will to 
pay the income to A for life and the re- 
mainder to B or B’s appointee. The trust 
consists of common stock with a value of 
$100 at the time of the decedent’s death. 
Assume that B predeceases A and appoints 
the remainder to C. Assume also that at 
the time of B’s death the value of the com- 


4 Regs. Sec. 1.1014-6(b) (3)(iil): 
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mon stock in the hands of the trustee has 
risen to $150 and that the remainder interest 
represents 60 per cent of the value of the 
entire property (computed actuarially) at 
that time. It is clear that the basis of, the 
remainder interest in C’s hands immediately 
after B’s death is equal to its value of $90 
(60 per cent of $150). Two further ques- 
tions arise: First, shall any adjustment be 
made to the uniform basis of the property 
upon the death of B? Second, what is C’s 
basis for the stock distributed to him upon 
the death of A, which terminates the trust? 
For the first time, the Treasury has pro- 
vided clear answers to both questions. 


Section 1014(a) speaks of “the basis of 
property in the hands of a person acquiring 
the property from a decedent” and seems 
thereby to exclude the possibility of an 
adjustment to the uniform basis of the 
property as a result of the remainderman’s 
death. The trustee can hardly be said to 
have acquired the stock in our example 
from B, and cannot therefore relate the 
basis of such stock to its value at the time 
of B’s death. It is understood that the 
Internal Revenue Service has so held in 
a recent unpublished ruling, and the pro- 
posed regulations now make clear that the 
uniform basis of property in the hands of 
a trustee shall be unaffected by the acqui- 
sition of a remainder interest therein, whether 
by bequest, by gift or by purchase.” (This 
is not, of course, to be confused with the 
situation described above in which the re- 
mainder is included in the estate of the 
original decedent and the trustee’s title to 
the property becomes “complete” for tax 
purposes at the time of the original dece- 
dent’s death. In the latter case the statute 
justifies an adjustment to the uniform basis 
of the property to the extent that the prop- 
erty is included in the original decedent’s 
gross estate.) 


The second question raised above—C’s 
basis for the stock distributed to him upon 
termination of the trust—is slightly more 
difficult. It is understood that the Service 
formerly ruled that C’s basis for the stock 
distributed to him upon termination of the 
trust is the fair market value of the stock 
at the time of B’s death, that is, $150. This 
view has been rejected in the proposed 
regulations, however.” It is true that C’s 
basis for his inherited remainder interest 
should be adjusted upwards to reflect the 

% Regs. Secs, 1.1014-4(a)(1) and 1.1014-8. 


% Regs. Sec. 1.1014-8(a). 
Regs. Sec. 1.1014-8(c). 


increase in its value arising solely from 
the passage of time. However, since at B’s 
death only a portion of the value of the 
entire property is subject to an estate tax 
—60 per cent in our example—it seems 
proper that C’s basis for the stock dis- 
tributed should include no more than the 
uniform basis of the property immediately 
before B’s death ($100) plus so much of 
the property’s appreciation as “belongs” to 
the remainder interest at the time of B’s 
death (60 per cent of $50), or a total of 
$130. If the value of the stock remains 
$150 until the termination of the trust at 
A’s death, C will recognize a gain of $20 
upon its subsequent sale, and the entire 
appreciation of $50 will then have been sub- 
jected to a tax. 


The proposed regulations expressly re- 
strict the above-described treatment to cases 
involving donated estates.“ Thus, if B sells 
his remainder to C, no adjustment is made 
to the basis of C’s interest for increase in 
value resulting from the passage of time. 
Whether gain or loss to C (the vendee) 
is recognized upon distribution of the trust 
remains an uncertain question, with the 
“law” on the matter indicating that gain 
will be recognized and (owing to the ab- 
sence of a “sale of exchange”) that such 
gain will be treated as ordinary income.” 


Reinvestments by Donees 


According to the report of the Senate 
Finance Committee: “The [general] rule 
[of Section 1014(a)] is subject to the limita- 
tion that it shall only apply to property 
which has not been sold, exchanged, or 
otherwise disposed of before the decedent’s 
death by the person to whom the property 
passed from the decedent. Thus, in the 
case of a transfer in contemplation of 
death the basis of the property in the hands 
of the donee who has retained the prop- 
erty until the decedent’s death shall be 
determined under this section. If, how- 
ever, the donee has disposed of the prop- 
erty prior to such date its basis both in 
the hands of the donee and the person 
acquiring it from the donee shall be deter- 
mined without regard to this section.” ” 


It appears, then, that the twofold aim of 
the limitation on prior dispositions in sub- 
section (a) is (1) to prevent the rule of 
Section 1014(a) from “relating back” and 
affecting the income tax consequences of 


18 Joseph A. Guthrie, CCH Dec. 11,303, 42 BTA 
696 (1940). 

”S. Rept. 1622, 83d Cong., 2d Sess., p. 423 
(1954). 


157 





a sale or other disposition of the property 
during any period prior to the decedent’s 
death, and (2) to make certain that the 
basis of the property in the hands of the 
donee’s transferee is not disturbed by any 
increase or decrease in the market value 
of the property at the time of the dece- 
dent’s death. Suppose, for example, that 
A gives Blackacre to B in contemplation 
of death and that prior to A’s decease, B 
sells the property to C. B’s basis for de- 
terming gain or loss on the sale is deter- 
mined under Section 1015, relating to the 
basis of property acquired by gift. For 
purposes of determining gain, B’s basis is 
the same as A’s cost (or other) basis; for 
purposes of determining loss, B’s basis is 
the lower of A’s cost or the value of the 
property at the date of gift.” C’s basis 
for the property following the sale is, of 
course, just what he paid for it in acquiring 
it from B. 


So far the effect of the limitation is clear. 
If, however, B reinvests the proceeds of 
sale and the value of the reinvestment assets 
has appreciated over (or declined from) 
their cost at the time of the decedent’s 
death, there would seem to be a substantial 
question as to whether the reinvestment 
assets shall receive a value-at-death basis 
tmder Section 1014(a). — 


Section 1014 refers in general to prop- 
erty “acquired from a decedent” and does 
not appear to reach any property other 
than that which was the subject of the 
original transfer by the decedent. - Since 
reinvestment assets cannot, strictly speak- 
ing, be treated as having been acquired 
from the decedent, it may quite logically 
be argued that Section 1014 is inapplicable 
in determining the basis of such reinvest- 
ment assets. On this view, the basis of 
reinvestment assets would in every case 
be their cost to the donee, never their value 
at the decedent’s death. 


The problem takes a different turn, how- 
ever, when it is recalled that Congress’ aim 
in enacting Section 1014(b)(9) was to cor- 
relate the basis and estate tax conse- 
quences of inter-vivos transfers™ In the 
case of certain incomplete lifetime disposi- 
tions, where the donee has sold the original 


2” Code Sec. 1015. 

2H. Rept. 1337, 83d Cong., 2d Sess., p. 78 
(1954). 

2 Dstate of Kroger v. Commissioner, 44-2 
ustc { 10,155, 145 F. (2d) 901 (CCA-6); Iglehart 
v. Commissioner, 35-2 ustc { 9395, 77 F. (2d) 704 
(CCA-5). 

%See cases cited at footnote 22; Commis- 
sioner v. Estate of Gidwitz, 52-1 ustc { 10,854, 
196 F. (2d) 813 (CA-7); Burns v. Commissioner, 
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property transferred and reinvested the pro- 
ceeds prior to the decedent’s death, the 
courts and the Service have included the 
value of the reinvestment property, rather 
than the value of the original property, in 
determining the value of the decedent’s 
gross estate.” Accordingly, where reinvest- 
ment assets are included in the gross estate, 
such assets must be treated as having been 
“acquired from the decedent” if the over- 
riding principle of correlation is to be 
satisfied. Admittedly, some stretching of 
statutory terms is necessary to reach this 
result. 


The Treasury has taken a sensible, rather 
than a literal, view of this problem. Sec- 
tion 1.1014-3(d) of the proposed regulations 
does state a principle of correlation: 


“Reinvestments of property transferred dur- 
ing life. Where property is transferred by 
a decedent during life and the property is 
sold, exchanged, or otherwise disposed of 
before the decedent’s death by the person 
who acquired the property from the dece- 
dent, the general rule stated in § 1.1014-1(a) 
shall not apply to such property. However, 
in such a case, the basis of any property 
acquired by such donee in exchange for the 
original property, or of any property ac- 
quired by the donee through reinvesting 
the proceeds of the sale of the original 


property, shall be the fair market value of 
the property thus acquired at the date of 
the decedent’s death (or applicable alter- 
nate valuation date) if the property thus 
acquired is properly included in the dece- 
dent’s gross estate for Federal estate tax 


purposes. These rules also apply to prop- 
erty acquired by the donee in any further 
exchanges or in further reinvestments.” 


This language is necessarily somewhat 
circumspect, since the rules for estate tax 
valuation of transfers in contemplation of 
death and of transfers to take effect at 
death are far from clear. There have been 
a few court decisions involving the estate 
tax valuation of -inter-vivos transfers, but 
these are difficult to arrange in a consistent 
pattern.* There has also been some criti- 
cism of Service practice insofar as this is 
known." However, the Service seems to 
49-2 ustc { 10,743, 177 F. (2d) 739 (CA-5); Estate 
of Humphrey v. Commissioner, 47-2 ustc { 10,565, 
162 F, (2d) 1 (CCA-5); Howard v, Commis- 
sioner, 42-1 vustc { 10,134, 125 F. (2d) 986 
(CCA-5). See note, ‘Valuation Date for Trans- 
fers Made in Contemplation of Death,’’ 50 Co- 
lumbia Law Review 391 (1950). 


* Pavenstedt, “‘Transfers in Contemplation of 
Death,’ 54 Yale Law Journal 70 (1945). 
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have published no rulings on the matter, 
and Congress apparently did not consider 
the question specifically in connection with 
the drafting of Section 1014. 


It should be noted that the valuation 
problem is under strong pressure of admin- 
istrative convenience. In the case of an 
outright gift of property which is sold and 
the proceeds reinvested, or in the case of 
an outright gift of cash, the tracing problems 
may sometimes be very serious since the 
donee will customarily have mingled the 
proceeds of sale or the cash gift with other 
funds. Apparently, the Service practice is 
to tax a cash gift at the precise amount 
originally transferred, whether the cash has 
been kept intact by the donee, invested profit- 
ably or squandered. Where the gift is of prop- 
erty other than cash, the Service apparently 
taxes the value of the specific property at 
the date of the decedent’s death, even 
though the property is then in the hands 
of someone other than the donee, and 
whether or not the donee has invested the 
proceeds. Where property is transferred in 
trust, still a third rule seems to be fol- 
lowed: The value of the trust corpus at 
the date of the decedent’s death is included 
in his estate whether or not there have 
been prior sales and reinvestments, and no 
account is taken of the then value of the 
items which comprised the original res. 
Administratively, the first and second Serv- 
ice rules, relating to outright gifts of cash 
and other property, would seem to have 
recommended themselves as being the simplest 
means of avoiding the obligation to trace. 
Gifts in trust normally need not be traced, 
since the value of the entire trust can easily 
be ascertained at the time of the decedent’s 
death (although tracing might even then be 
required if the tainted gift were made to 
an existing trust). 


Assuming that the Service rules are 
ultimately borne out, the principle of cor- 
relation stated in the proposed regulations 
should effect the following results: In the 
case of an incomplete transfer in trust, the 
value of the existing corpus would be in- 
cluded for estate tax purposes; correspond- 
ingly, trust assets will receive a basis of 
value at the donor’s death under Section 
1014(a), whether or not those assets repre- 
sent reinvestments. made during the donor’s 
lifetime. In the case of an outright gift, 
the value of the specific property transferred 


would be included in the decedent’s estate, 
even though disposed of by the donee, 
while the basis.of.any substituted assets 
in the donee’s hands will be unaffected by 
the donor’s death. The Service is apparently 
confident of its estate tax position where 
revocable inter-vivos trusts are concerned, 
since it is committed to a Section 1014 
basis, in such cases, by an example which 
appears in the proposed regulations. 


Remedial Legislation Needed 


The diverse matters discussed above sug- 
gest some need for remedial and clarifying 
legislation in the basis and related estate 
tax areas. 


With respect to the estate tax valuation 
of incomplete inter-vivos transfers, a stat- 
utory clarification seems desirable. Rules 
should be provided which make sense from 
an estate tax viewpoint, since the basis 
provisions are sufficiently flexible to achieve 
correlation, whatever the estate tax results 
turn out to be. In this connection, the 
American Law Institute has proposed what 
seems to be a sensible estate tax approach. 
Under the ALI treatment,” a gift in con- 
templation of death is valued as of the 
time of gift, on the theory that the donor 
has severed all ties with the property at 
that time and should not be held responsible 
for its subsequent management by the 
donee, whether skillful or otherwise. On 
the other hand, where the donor retains 
a lifetime interest in, or power over, the 
property included in his gross estate, he 
may properly be held responsible for its 
status and condition at the time of his 
death, and death is therefore the appro- 
priate date for valuation. In either case 
the tracing problem is wholly eliminated. 
Since it turns upon the character of the 
transfer, that is, whether in contemplation 
of death or subject to a retained interest 
or power, rather than upon whether the 
gift is outright or in trust, the ALI ap- 
proach seems superior in logic to the pres- 
ent Service practice. 


Perhaps the most serious legislative need 
is im the basis area proper, where the effects 
of Estate of Bell-v. Commissioner™ and Bell 
v. Harrison™ are no doubt beginning to be 
felt quite keerily. The remainderman of a 
trust purchases the life estate from the life 
tenant—seller and buyer being parent and 
son. The life tenant is treated as having 





% American Law Institute Federal Income, 
Estate and Gift Tax Statute, Tenative Draft 
No. 10, Sec, X2020. 


Basis 


26 CCH Dec. 12,426, 46 BTA 484, rev'd on other 
grounds, 43-2 ustc { 9565, 137 F. (2d) 454 
(CCA-8). 

2754-1 ustc § 9351,.212 F. (2d) 253 (CA-7). 
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a basis for the life estate equal to his share 
of the uniform basis of the underlying prop- 
erty. He therefore recognizes a gain in 
the amount of the difference, if any, between 
the value of the life estate and such share 
of the uniform basis. The gain is taxed 
as a capital gain.™ The remainderman- 
purchaser then offsets further income from 
the trust by amortizing the cost of the life 
estate over the life of the seller. 


The effect of this arrangement (and its 
chief virtue from the taxpayer’s viewpoint) 
is not, as might at first be thought, the 
conversion of ordinary income into capital 
gain, but the conversion of ordinary income 
into a tax-free recovery of basis. Thus, 
the life tenant offsets his share of the 
uniform basis against the proceeds of sale, 
while the purchaser offsets his cost against 
trust income. Ignoring any discount factor, 
the income of the trust is thus effectively 
relieved of tax throughout the life of the 
original life tenant. The arrangement is 
slightly less dramatic, but no less effective, 
where the purchaser is an unrelated third 
party. 

There are at least three possible legisla- 
tive solutions to the tax avoidance problem 
posed by the Bell decisions. The first is 
to regard the life and remainder interests 
as merged and, hence, the trust as ter- 
minated, where the purchaser of the life 
estate is likewise the remainderman. The 
remainderman-purchaser would then be un- 
able to amortize the cost of the life estate, 
and the income from the property would be 
taxed to him without offset during the bal- 
ance of the seller’s lifetime. Of course, 
this solution would not reach the case 
where the purchaser is a third party, and 
it is therefore of a very limited nature. It 
is also somewhat unfair from the remainder- 
man-purchaser’s viewpoint, since he is out 
of pocket the value of the life estate and, 
as with any other capital investment, ought 
to be entitled to recover his cost. 


A second solution, which also involves a 
recoupment by the Service at the expense 
of the remainderman, is to reduce the 
uniform basis of the underlying property 
by the amount of basis recovered by the 
life tenant on the sale. Upon the termi- 
nation of the trust, the remainderman would 
take down the property at the reduced basis. 
If the property were then sold, the re- 
mainderman,. now the fee owner, would 

%8 McAllister v. Commissioner, 46-2 ustc { 9337, 
157 F. (2d) 235 (CCA-2). 


2 Plumb, ‘‘Tax Effects of Sales of Life In- 
terests in Trusts,’’ 9 Tax Law Review 39 (1953). 
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recognize a gain which would include the 
portion of basis already recovered by the 
life tenant. In addition to the fact that 
this approach defers recognition of gain 
until sale of the property by the remainder- 
man (which may never occur), it again 
seems unfair to affect the remainderman 
adversely as the result of a transaction 
from which the life tenant has reaped all 
the benefits. If the life tenant had not sold 
his interest, then upon termination of the 
trust the remainderman would receive the 
property at its full uniform basis. Espe- 
cially where the remainderman is not a 
party to the sale, it seems inequitable to 
penalize the basis of his interest and to 
impose a tax burden upon him in the future. 


As has been pointed out and recom- 
mended by other writers,” the fairest solu- 
tion to the Bell dilemma may be to treat 
the life tenant as having a zero basis for 
his income interest. Without offset, the 
entire value of the life estate would be 
recognized as income and taxed at capital 
gain rates upon sale. It is not suggested 
that the proceeds of sale be taxed as ordi- 
nary income. This solution receives con- 
siderable support from the Code itself, since 
a life tenant who acquires his interest by 
gift or inheritance is expressly denied the 
right to recover a “basis” by amortization 
against the annual income payments.” Why 
should he suddenly discover such a right 
when he commutes the value of those 
future annual payments and takes them 
down in one lump sum? The fact that the 
life estate is “property” and a “capital asset” 
does not necessarily mean that it must be 
accorded a recoverable basis in the hands 
of the original donee or legatee. 


If this view has merit, what treatment 
should be given the remainderman? Assum- 
ing that the life tenant has a zero basis 
for his interest, it would appear that the 
remainderman’s basis should nevertheless 
be limited to his actuarial share of the 
uniform basis. Upon the termination of the 
trust, however, the remainderman would 
receive the property at its entire uniform 
basis, pursuant to the uniform-basis rule. 
The alternative—to give the remainderman 
the entire uniform basis throughout the 
duration of the trust—would place the re- 
mainderman in a position to register a loss 
upon sale arising solely from the postpone- 
ment of the vesting of his interest in pos- 
session or enjoyment. 


American Law Institute Federal Income Tax 
Statute, February, 1954 Draft, Sec. X278(d). 
* Code Sec, 273. 
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While there may be certain limiting cases 
—as where the life tenant and the remainder- 
man join in selling the entire fee, or where 
the donor or decedent, himself, purchases 
the life interest separately from the fee 
— the suggested approach appears to offer the 
brightest hope for a solution which is both 
fair to the taxpayer and to the revenue, 
and equitable as between the life tenant and 
the remainderman. It deserves further 
study by the Treasury. 

Finally, if remedial legislation is under- 
taken, thought should be given to eliminat- 
ing the basis-reduction rule of Section 1014 
(b)(9). The basis-reduction principle seems 
to make no sense whatever in a case where 
the value of the property at the decedent’s 
death equals or is less than its value at 
the time of transfer, less subsequent deduc- 
tions for depreciation. Thus, suppose the 
donor’s basis, as well as the value of de- 
preciable property transferred in contem- 
plation of death, is $10,000, and the donee 
is allowed a deduction of $1,000 for each of 
two years, at the end of which time the 
donor dies and the value of the property 
is $8,000. The donee’s basis then becomes 
fair market value ($8,000) less prior deduc- 
tions for depreciation ($2,000), or $6,000, an 
amount which is less than the donee’s 
basis would have been had the donor held 
the property until death. Even a sharp 
increase in market value is no real justifica- 


tion for the enforced basis reduction— 
although it was presumably this possibility 
which inspired the rule—sinece dispropor- 
tionate changes in market value may take 
place without regard to the physical life 
of the property and since market value 
must at all events be assumed to reflect the 
actual rate of physical exhaustion. 


It has been urged, in support of the 
basis-reduction rule, that in the case of 
property acquired from a decedent before 
his death, the donee should be treated as 
having anticipated his inheritance in part 
through prior deductions for depreciation, 
so that the death basis may properly apply 
only to that portion of the transferred prop- 
erty which is unrecovered at the date of 
the decedent’s death. However, this argu- 
ment ignores the fact that the entire prop- 
erty is subject to the estate tax and that the 
express legislative intent was to correlate 
the basis and estate tax rules under sub- 
section (b)(9). 


From the foregoing it appears that the 
proposed regulations, though well drawn 
and reasonably comprehensive, need some 
explicit supplementing legislation. In addi- 
tion, the Bell problem is urgent. Finally, 
the basis-reduction rule in subsection(b) (9) 
might be reconsidered and some thought 
given to simplifying the structure of Sec- 
tion 1014 generally. [The End] 


SERVICE UPS BOX SCORE ON TAX EVADERS 


The former sailor who, instead of 
a “wife in every port,” sought refund 
checks on the same scale is but one 
of the many would-be tax evaders 
whose fraudulent activities were nipped 
by the Intelligence Division of the 
Internal Revenue Service in 1956. The 
former sailor drew five years in 
prison for filing false claims. 


Commissioner Harrington reports 
that after screening over 92,000 leads 
relating to possible income tax eva- 
sion, special agents of the division 
recommended the institution of crimi- 
nal proceedings in 2,580 cases and the 
assessment of additional taxes and 
penalties totaling $111,569,736. During 
the year 1,716 individuals were in- 
dicted and 1,509 convicted. Fines 
totaled $2,747,604, and prison sen- 
tences, including suspended and pro- 
bationary sentences, added up to 
2,824 years. 

The 1956 figures portray substan- 
tial gains over 1955 in the Service's 





continued drive against tax fraud. 
The figures for 1955 are as follows: 
additional taxes and penalties recom- 
mended, $105,834,861; recommenda- 
tions for prosecution, 1,942; persons 
indicted, 1,465; persons convicted, 


1,378; fines imposed, $2,397,128. 


That the love of money is the 
“root” of this particular evil is amply 
demonstrated by the individual cases. 
A 71-year-old estate and tax lawyer 
was fined $30,000 and sentenced to a 
year and a day in prison because of 
the “inordinate lust for money” which 
the sentencing judge said he dis- 
played. Against him the government 
claimed additional taxes and _ penal- 
ties of some $800,000. A_ self-styled 
tax expert, convicted and imprisoned 
in 1949 for aiding in preparing fraudu- 
lent tax returns, got 18 months in 
1956 for the same offense. Three 
hundred taxpayers who patronized 
his “revenue mill” had to pay addi- 
tional taxes averaging $260 each. 
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By ELLIOTT H. PHILLIPS 
Member of Hill, Lewis, Andrews, 
Granse and Adams, Detroit 


The Allocation Formula Under th 


Controversy has arisen over the allocation formulae of the Michigan 

franchise tax because of the decision of the United States Supreme Court in the 
Panhandle case last November. The author traces the case history of the tax, 
discusses the allocation formulae and concludes with suggestions 

that will be of interest to all those in interstate business. This article 

is based on his speech at a forum sponsored by the Michigan 

Association of Certified Public Accountants and Michigan State University. 


HE PROBLEM of allocation arises 

because, either for legal, economic or 
political considerations, the various states 
involved in the granting of the total fran- 
chise to do business attempt to divide among 
themselves the object of the tax—the fran- 
chise—on the basis of what they conceive 
their fair shares to be. In this manner they 
create foundations upon which to fix taxes 
for the privilege of doing business within 
their borders, that is, franchise taxes or 
privilege fees. 

How does one carve up a franchise? 
Separate accounting is one answer, and this 
technique is still prescribed in a few states. 
Separate accounting, however, creates many 
difficult problems and, hence, the vast ma- 
jority of states today use statutory allocation 
or apportionment formulae in determining 
their shares of the franchise base. Among 
allocation formulae used are one-factor, two- 
factor and three-factor formulae, with the 
factors including property (real and per- 
sonal, tangible and intangible), payrolls, 
sales, expenses, manufacturing costs, gross 
receipts, tonnage of goods carried, etc. 
Michigan now uses a variety of these factors. 


Prior to 1952, allocation under the Michi- 
gan Franch.se Tax Act was accomplished 
by a species of separate and formula ac- 
counting, which consisted of dividing all 
balance sheet items into “within Michigan” 
and “without Michigan” segments (on page 
two of the annual report) and by taking as 
the allocation formula the ratio of “within 
Michigan” assets to total assets. This divi- 
sion of assets is still made for the purpose 
of determining additional increments to the 
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so-called “organization” (or one-half mill) 
fee of Section 3, but that is outside the 
scope of this article. 


As of April 29, 1952, the effective date 
of Act 183 of Public Acts of 1952, the 
Michigan Franchise Tax Act has prescribed 
the use of some nine different allocation 
formulae (for simplicity let us ignore build- 
ing and loan, and savings and loan associa- 
tions, which are separately treated under 
corollary legislation) : 


(1) the 100 per cent or “all in Michigan” 
formula, prescribed in Section 5, for any 
profit corporation which does not maintain 
a regular place of business outside this 
state other than a statutory office and which 
is not covered by a special-category formula; 


(2) the so-called three-factor formula, 
also prescribed in Section 5; 
(3) the “carriers by aircraft” formula, 


prescribed in Section 5a; 


(4) the railroads formula, prescribed in 
Section 5b; 

(5) the “motor carriers of property and 
carriers by water” formula, prescribed in 
Section 5c(1); 

(6) the “motor carriers of passengers” 
formula, prescribed in Section 5c(2); 

(7) the “finance business” formula, pre- 
scribed in Section 5d; and 

(8) an eighth formula, or perhaps an- 
other type of privilege fee, prescribed for 
mining-cooperative associations and profit 
corporations under Section 4b. 


(9) I call Section Se (specifically sub- 
paragraphs (1), (2) and (4) thereof) the 
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ninth formula, that is, a substitute formula 
for any one of the above eight which, in a 
particular instance, “does not properly re- 
flect the activity, business, receipts and capi- 
tal of a taxpayer reasonably attributable to” 
Michigan. 


Of the almost 35,000 corporate franchise 
taxpayers in Michigan, approximately 30,000 
do not allocate at all or, to put it another 
way, they use a formula of one-over-one, 
the 100 per cent or “all in Michigan” for- 
mula. I suspect some of them could properly 
use the three-factor formula, a special-cate- 
gory formula, or perhaps a combination of 
both and save some tax. 


Question 1(a) on page one of the annual 
report form asks for the place or places 
of doing business either within or without 
Michigan. If no location outside of Michi- 
gan is shown in response to this question, 
the Michigan Corporation & Securities 
Commission will insist that 100 per cent 
of paid-up capital and surplus be included 
in the computation of the fee. Many tax- 
payers seem to think that a place of doing 
business outside of Michigan must be a 
place of doing business in a state (and 
here I include a foreign country) in which 
the taxpayer is qualified to do business. 
While the chances are that this will usually 
be the case, it need not necessarily be so; 
nor is there any requirement under the 
statute that the taxpayer be continuously 
engaged in doing business at the place indi- 
cated (other than that inherent in the word 
“regular”), although the commission seems 
to have adopted this rule as one of its tests. 
See the letter of Commissioner Allen to 
C. M. Hill Lumber Company, Saginaw, 
dated September 30, 1955, in which a regular 
place of business within the meaning of 
Section 5 is defined as follows: 

“A permanent or continuous place of 
business maintained by the taxpayer outside 
Michigan is any bona fide office (other than 
a statutory office), factory, warehouse, or 
other space outside Michigan, at which the 
taxpayer is doing business in its own name 
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in a regular and systematic manner, and 
which is continuously maintained, occupied 
and used by the taxpayer in carrying on 
its business through its regular employees 
regularly in attendance.” 

Note further that the annual report is a 
statement of condition as of a certain date, 
and that the taxpayer is entitled to include 
in the answer to question 1(a) a place of 
doing business outside of Michigan which 
was in existence as of the date as of which 
the balance sheet is given, even though the 
place of doing business is no longer in 
existence as of the date of preparation and 
filing of the report. 


The significance of the foregoing, of 
course, is that if you have a place of doing 
business outside Michigan (other than a 
statutory office) within the meaning of 
Section 5 of the act or question 1(a) of the 
annual report form, you are entitled to.use 
the three-factor formula. 


Another important thing to know about 
the 100 per cent allocation formula, or 
rather how to avoid having to use it, is that 
you may use a special formula which applies 
to your business even though you may not 
have a place of doing business outside of 
Michigan other than a statutory office. This 
may seem obvious, but it was far from 
obvious when the act was amended in 1952. 
I submit that a strict construction of Section 
5 would permit the use of the special for- 
mulae 5a, 5b, etc., only if the taxpayer has 
a place of doing business, other than a 
statutory office, outside of Michigan—the 
same condition precedent which exists as 
to the use of the three-factor formula. To 
my knowledge, the commission has never 
insisted on the strict construction. 

Finally, if a single corporate taxpayer is 
conducting two or more separate businesses, 
it may be possible to employ some form of 
separate accounting as to each and, thus, 
apply one of the special formulae to one 
of the businesses even though the other 
must fall under 100 per cent allocation. 
This, of course, would reduce taxes. Even 
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where the taxpayer is entitled to use the 
three-factor formula, it may, by separate 
accounting, be in a position to employ a 
special formula for one segment of its 
business and the three-factor formula for 
another and also save taxes. As a practical 
matter, this is all more intriguing than it 
is possible, because of the necessity of sepa- 
rate businesses and separate accounting 
under one corporate roof. I know of one 
such case, however, and its fairness seems 
to have been conceded both by the taxpayer 
and by the commission. 


Of the approximately 5,000 taxpayers 
who use one of the true apportionment 
formulae, probably three fourths of them, 
let’s say over 3,500, use the three-factor for- 
mula. This is the formula which is printed 
on page three of the annual report form. 
The three factors are, respectively, property 
(including real and tangible personal prop- 
erty and eight times rents paid or accrued), 
payrolls or personal service compensation, 
as it is called, and sales (including rents 
and royalties received and receipts from 
interstate sales taken at half weight). There 
are some accounting problems here, of 
course. One of the most frequently asked 
questions is: What is meant by the “average 
value” of the property? Obviously, one 
half of the sum of two numbers is an aver- 
age, but to accept one half of the sum of 
the January 1 and December 31 figures 
for property would be very naive (which 
the commission is not), and they will not, 
of course, accept such a computation. They 
will accept the average of 12 figures taken 
from the same day each month, and I’ve 
heard that they will even accept an average 
of less than 12 figures if the reason for 
using them is valid and they do not pro- 
duce a false result. This, then, is the 
classic formula—property, payrolls and 
sales—the most commonly used of all three- 
factor formulae and one typical of income 
taxes as well as franchise taxes, to say 
nothing of our own business activities tax. 


Next to the three-factor formula, the 
motor carriers of property formula of Sec- 
tion 5c(1) is the most frequently used, 
followed by the finance business formula 
of 5d and the mining company formula of 
4b. All of the other formulae—the carriers 
by aircraft, the railroads, the carriers by 
water, the motor carriers of passengers 
and Section 5e—probably do not together 
account for 100 taxpayers. 


Here is a brief word about some of them, 
however. The railroads have fought the 
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act tooth and nail since 1952 because: (1) It 
was a new tax to them (they having been 
expressly exempted from franchise taxes 
prior to 1952). (2) Their liability for fran- 
chise taxes, beginning in 1952, was made 
subject to a condition precedent (equaliza- 
tion) which they do not think was met. 
(3) Their reports to shareholders—from 
which the tax base is taken—are grounded, 
as they are required to be, on Interstate 
Commerce Commission depreciation and 
accounting techniques rather than those 
acceptable to the federal taxing authorities 
and, hence, common to most other corporate 
taxpayers, at least to the extent that ac- 
cepted accounting principles are acceptable 
to the federal taxing authorities! The ICC 
figures tend to overstate surplus and, hence, 
to produce a larger privilege fee for rail- 
roads, or so they say. 


The mining fee or formula is four mills 
upon each dollar of the fair average value 
of issued capital stock for the preceding 
year ending June 30. Surplus and undivided 
profits are to be included in estimating the 
value of capital stock. Inherent in this 
provision is a recognition that book figures 
don’t tell the whole story about mining 
operations. The railroads and public utilities 
say that this same theory applies to them 
and that the act is unconstitutional because 
it discriminates in what are comparable 
situations. 


Section 5e is in the act to preserve its 
constitutionality, as indeed it has. It has 
been used a number of times to modify 
the other formulae by modifying a factor 
thereof. It is not to be thought of as a 
means of permitting a taxpayer to employ 
a formula of his own invention. The point 
of departure is not Se itself but one of the 
other specific formulae. 


A good example of Section 5e in opera- 
tion is what was done for a large bus com- 
pany which operates in Michigan and several 
other states. This company owns 50 per 
cent of subsidiary A and 52 per cent of 
subsidiary B, both bus companies as well 
and both of which operate bus lines in 
Michigan and elsewhere. Under the Section 
5c(2) formula, the parent would have had 


a less favorable (to it) allocation than 
either subsidiary A or subsidiary B. The 
parent contended, and the commission 


agreed, that its paid-up capital and surplus 
was the product of the operations of the 
entire bus system and that apportionment 
to Michigan ought to be determined by a 
formula reflecting that fact. Consequently, 
and pursuant to Section 5e, the proper allo- 
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cation formula was determined to be a 
fraction with a numerator consisting of the 
sum of the parent’s mileage in Michigan, 
50 per cent of subsidiary A’s mileage in 
Michigan and 52 per cent of subsidiary B’s 
mileage in Michigan, over a denominator 
consisting of the sum of the parent’s mile- 
age everywhere, 50 per cent of subsidiary 
A’s mileage everywhere and 52 per cent of 
subsidiary B’s mileage everywhere. 


The United States Supreme Court has 
long said that the privilege of exercising a 
corporate franchise is a legitimate object 
of the state power to tax. The United 
States Supreme Court has also said that 
the tax which a state imposes on a corpo- 
ration doing business within its borders 
or having the privilege to do so must bear 
some real and reasonable relation to the 
privilege granted and exercised, and this 
is a relation independent of the actual dollar 
amount of the tax paid. For example, let 
us suppose we have a Michigan corporation 
which is qualified in Ohio, and that half of 
its property, half of its sales and half of its 
payrolls are traceable to operations in 
Michigan and half to operations in Ohio. 
Let us also assume that Michigan taxes 
paid-up capital plus surplus at four mills, 
with an allocation formula of one half, while 
Ohio taxes paid-up capital plus surplus at 
two mills with no allocation. Now in the 
situation I described, even though the Michi- 
gan tax and the Ohic tax would be equal 
in dollars, the Ohio tax would be held to 
be unconstitutional because it was based on 
the entire paid-up capital and surplus of 
the corporation, that is, its tax did not bear 
a real and reasonable relation to the privi- 
lege granted and exercised. This, then, is 
the legal reason for an apportionment for- 
mula: The United States Supreme Court has 
said you must have one. 


The New York Franchise Tax Law, upon 
which the pre-1952 Michigan fee was largely 
based, was sustained by the United States 
Supreme Court in 1929 against an attack 
on the ground of denial of equal protection 
of the laws (New York v. Latrobe, 1 stc 
¥ 176, 279 U. S. 421, 73 L. Ed. 776). Then, 
why change to a three-factor formula as 
Michigan did? There is no question but 
that the United States Supreme Court has 
given the green light, franchise taxwise and 


income taxwise, to three-factor formulae 
based on properties, payrolls and_ sales. 
There is the unselfish reason that if a 


state has a simple one-factor formula like 
Michigan had, there are likely to be some 
obviously absurd and, hence, inequitable 
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results. Then, too, there is the selfish rea- 
son that a state may have to settle for less 
(under a one-factor formula) than the share 
of the base it might otherwise have been 
entitled to tax. 


There are some other Supreme Court 
cases which should be mentioned. 


In 1935 the United States Supreme Court, 
still composed of some of the most con- 
servative judges ever to grace its bench, 
held that a Montana privilege fee was bad 
in a case called Cooney v. Mountain States 
Telephone & Telegraph Company, 1 stc ¥ 503, 
294 U. S. 384, 79 L. Ed. 934. The tax was 
on the privilege of engaging in the telephone 
business in Montana, measured by the num- 
ber of telephone instruments used, controlled 
or operated within the state. Apparently 
because people used their phones to call 
across state lines, many of these instru- 
ments were said to be instrumentalities of 
interstate commerce. The United States 
Supreme Court said that the tax, being 
indiscriminate and indivisible, burdened in- 
terstate commerce. While the Cooney case 
may be right on its facts, the most you can 
say for it is that it held that where items 
of the tax base can be separated and allo- 
cated intrastate and interstate, you must do 
so, Cooney involves no apportionment for- 
mula whatsoever—no attempt at all to ap- 
portion items of a base. 


Subsequent to the Cooney case, there 
have been a number of Supreme Court 
decisions calculated to give one a better 
idea of what the constitutional rules are as 
to state franchise taxes. Some decisions 
worth mentioning are Coverdale v. Arkansas- 
Louisiana Pipe Line Company, 1 stc § 505, 
303 U. S. 604, 82 L. Ed. 1043 (1938); South- 
ern Pacific Company v. Gallagher, 1 stc { 561, 
306 U. S. 167, 83 L. Ed. 586 (1939); Memphis 
Natural Gas Company v. Stone, 2 stc { 200-030, 
335 U. S. 80, 92 L. Ed. 1832 (1947); Inter- 
state Oil Pipe Line Company v. Stone, 2 stc 
{ 200-037, 337 U. S. 662, 93 L. Ed. 1613 
(1949); and Spector Motor Service, Inc. v. 
O’Connor, 2 stc § 200-044, 340 U. S. 502, 
95 L. Ed. 573 (1951). 


The Arkansas-Louisiana Pipe Line case sus- 
tained a Louisiana privilege fee on the busi- 
ness of generating power, measured by the 
horsepower of the prime movers, by a pipe- 
line company whose lines carried 96.6 per 
cent of its gas out of the state. The Court 
said that the tax added to the cost of inter- 
state commerce but did not interfere with 
it. It also said that “privilege taxes for 
‘carrying on a local business’, even though 
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measured by interstate business, have been 
sustained.” (82 L. Ed., at page 1048.) 


In the Southern Pacific case, which actu- 
ally involved the California Use Tax Act, 
the Supreme Court said: 


“Where there is also intrastate activity, 
an apportioned state franchise tax on for- 
eign corporations doing an interstate business 
is upheld. A franchise tax on an exclusively 
interstate business is a direct burden; pro- 
portioned to an intermingled business, it is 
valid.” (83 L. Ed., at page 595.) 


The Memphis Natural Gas case involved 
the Mississippi franchise tax, which was 
measured by the value of “capital used, 
invested or employed in the exercise of any 
power, privilege or right within this 
state.” The taxpayer was a Delaware cor- 
poration, a part of the pipeline of which 
passed through the state but which did no 
intrastate business in Mississippi and had 
never qualified to do local business in Mis- 
sissippi. The United States Supreme Court 
upheld the imposition of the tax on the gas 
company, saying that it did not unconstitu- 
tionally burden interstate commerce. It was 
conceded that the activities of the gas com- 
pany within Mississippi were so much a 
part of the company’s interstate business 
that they could not be discontinued without 
discontinuing the interstate business. The 
majority was influenced by the construction 
given the tax by the Mississippi Supreme 
Court, that is, that it was recompense 
merely for protection of the company’s local 
activities even though those activities were 
a part of its interstate commerce. They 
were also influenced (1) by the fact that the 
burden, if any, imposed on interstate com- 
merce was no greater than that imposed 
by the admittedly proper ad valorem taxes 
on the company’s property in Mississippi, 
(2) by the fact that competing intrastate 
commerce carried the same load, (3) by the 
fact that the tax did not undertake to tax 
any interstate activities carried on outside 
of Mississippi, and (4) by the fact that 
Mississippi’s base couldn’t be used by an- 
other state. Reed, Douglas, Murphy, Rut- 
ledge and Black either wrote for or voted 
with the majority; Frankfurter, Vinson, 
Jackson and Burton were the minority. 


Mississippi, a state of many taxes, also 
had a privilege fee in addition to the fran- 
chise tax (discussed above), a net income 


tax and ad valorem taxes. The privilege 
fee came under the scrutiny of the United 
States Supreme Court in Interstate Oil Pipe 
Line Company v. Stone. The tax was rate 
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times a base of gross receipts from the 
business of (in this case) transporting oil 
or gas through conduits in the state. The 
taxpayer was a Delaware corporation which 
had .qualified to do business in Mississippi. 
Its business was that of transporting oil 
through its pipelines from oil fields in the 
state to loading racks at railroad sidings 
where the oil was put in tank cars and 
shipped outside the state. The Court upheld 
the tax as applied to the pipeline company, 
saying that the tax did not offend the 
commerce clause. The majority seemed to 
feel that the tax was valid because it was 
not discriminatory; apportionment was un- 
necessary because of “the nature of the 
subject of taxation”; and the tax made no 
attempt to reach interstate activity carried 
on outside the borders of Mississippi. This 
was another five-to-four decision, but this 
time Reed and Burton changed places, so 
the majority was composed of Rutledge, 
Black, Douglas, Murphy and Burton, and 
the minority of Reed, Vinson, Frankfurter 
and Jackson. The Mississippi Supreme 
Court had held that the operation of the 
pipelines between points within the state 
was wholly intrastate commerce. The 
United States Supreme Court said that they 
wouldn’t decide that question “for, even if 
we assume that it is [interstate commerce], 
Mississippi has power to impose the tax 
involved in this case.” The United States 
Supreme Court also said that the case at 
bar was controlled by Maine v. Grand Trunk 
Railway Company of Canada, 142 UV. S. 217, 
35 L. Ed. 994 (1891), sustaining the im- 
position on an interstate railroad of an 
annual Maine excise tax, on the privilege 
of exercising franchises within the state, 
which was measured by apportioned gross 
receipts; nor could there be a due process 
objection to the tax. 


These Mississippi cases are hard to swal- 
low because they seem to stand against the 
apparently established rule of Ozark Pipe- 
line Corporation v. Monier, 1 stc J 136, 226 
U. S. 555, 69 L. Ed. 439 (1925) and Alpha 
Portland Cement Company v. Massachusetts, 
1 ste § 246, 268 U. S. 203, 69 L. Ed. 916 
(1925), to the effect that a state may not 
tax as a condition precedent to doing inter- 
state business and (see Southern Pacific, 
above) may not levy a franchise or excise 
tax or privilege fee on a foreign corporation 
for the privilege of being able to do, or 
actually doing, solely an interstate business 
after having been admitted. 


The latter rule seems to have been re- 
affirmed in Spector Motor Service, Inc. v. 
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O’Connor, where the Supreme Court struck 
down a Connecticut privilege fee which 
purported to tax a corporation for the privi- 
lege of carrying on an exclusively interstate 
business. This was a six-to-three decision 
with Clark, Black and Douglas dissenting. 
Even here, however, the Court said: 


“Our conclusion is not in conflict with 
the principle that, where a taxpayer is en- 
gaged both in intrastate and interstate 
commerce, a state may tax the privilege of 
carrying on intrastate business and, within 
reasonable limits, may compute the 
amount of the charge by applying the tax 
rate to a fair proportion of the taxpayer’s 
business done within the state, including 
both interstate and intrastate.” (95 L. Ed., 
at page 579.) 


The points I wish to make here are simply 
these: 


(1) Most every lawyer in Michigan, who 
knew his United States Supreme Court de- 
cisions, felt from back in 1952 (when the 
act was changed) right on up to the 
morning of November 5, 1956 (about which 
more in a moment), that the three-factor 
formula of the Michigan act would be sus- 
tained in the United States Supreme Court 
against constitutional attack except where 
the taxpayer did nothing but interstate 
business. 


(2) No such lawyer would have said 
that the mere weighted inclusion of pro- 
ceeds from interstate sales in computing 
the formula for an excise would of itself 
convert the excise into a tax or a burden 
on interstate commerce. 


Along came 1952 and the changes in the 
Michigan Franchise Tax Act, effective as 
of April 29 of that year. Among the many 
corporate taxpayers who found that they 
would, henceforth, be computing their fees 
on new formulae were the Gartland Steam- 
ship Company and the Panhandle Eastern 
Pipe Line Company. 


The Gartland Steamship Company, a 
Delaware corporation, had qualified to do 
business in Michigan in 1950. Its business 
was carrying freight between ports, both 
American and Canadian, on the Great Lakes. 
It owned. no property in Michigan, had no 
employees in Michigan and no office in 
Michigan except that of its statutory agent. 
Under the pre-1952 act it would have paid 
the minimum fee. Section 5c(1) of the 1952 
act required it to use an apportionment 
formula which, in effect, related carriage 
between Michigan ports to total carriage, 
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except that any interstate or foreign car- 
riage involving Michigan at either end had 
to be included in the numerator at half 
value. Gartland felt that this extra element 
in the numerator was improper and, hence, 
left it out when it computed and paid its 
fee. The commission put this element back 
in the formula. Gartland objected and ap- 
pealed to the Corporation Tax Appeal Board, 
lost there, and then appealed to the Michi- 
gan Supreme Court. On June 7, 1954, the 
Michigan Supreme Court handed down its 
decision in favor of Gartland. (Gartland 
Steamship Company v. Michigan Corporation 
& Securities Commission, 3 stc J 250-268, 339 
Mich. 661, 64 N. W. (2d) 886 (1954).) 
The result wasn’t particularly startling; 
after all, Gartland was hardly a typical 
taxpayer and had only the flimsiest contacts 
with Michigan. There was, however, some 
interesting language in the opinion, the 
substance of which was that if a taxpayer 
can separate his intrastate business from 
his interstate business, only elements of the 
former can be used in computing the tax. 
The Cooney case was cited and relied upon. 
I suggest to you that the Michigan Supreme 
Court got its feet tangled up over the differ- 
ence between separate accounting in com- 
puting the base and separate accounting in 
computing the apportionment formula, and 
that the Cooney case was not authority 
for the proposition for which it was cited. 


In any event the Gartland case spurred 
other taxpayers on, and this brings us to 
Panhandle Eastern Pipe Line Company. 


Panhandle, a Delaware corporation like 
Gartland, also fought its 1952 franchise fee 
up to the Michigan Supreme Court. Pan- 
handle’s fee involved the three-factor formula, 
as to which it had a low property factor 
and a very low payroll factor. Note that 
under the pre-1952 act, Panhandle would 
have had a low allocation, made even 
smaller by the practice of deleting from 
the “within Michigan” total any property 
used exclusively in interstate commerce. 
What really troubled Panhandle, however, 
was the fact that while 34 per cent of its 
total receipts came from Michigan users, 
only about 2 per cent of its total receipts 
were from sales of gas both produced and 
sold in Michigan. The problem, therefore, 
was to knock out that third factor or cut 
it down 4 /a Gartland. 


Relying on the Cooney case again, as well 
as Gartland, the Michigan Supreme Court 
said in June of this year that the Michigan 
Corporation & Securities Commission must 
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apply Section 5e and exclude receipts from 
interstate sales in the third factor. (Pan- 
handle Eastern Pipe Line Company v. Cor- 
poration & Securities Commission, 3° stc 
§ 250-351, 346 Mich. 50, 77 N. W. (2d) 249 
(1956).) I suggest again that the court 
confused the formula and its factors with 
the tax base and mis-cited Cooney. Gartland 
may even be right, but it is distinguishable 
and should not have been thought con- 
trolling in Panhandle. 


At any rate, the commission, not having 
an appeal of right to the United States 
Supreme Court, filed a petition for a writ 
of certiorari. The answer came on the day 
before election: petition and, hence, writ 
denied. The United States Supreme Court 
would not review the case. 


The United States Supreme Court main- 
tains the fiction that its refusal to hear a 
case on certiorari is something entirely 
different from affirming the decision of the 
court from which the appeal is taken. That 
being so, it can turn around and, in a 
similar or identical case, grant certiorari 
and reach a result opposite to the one 
permitted to stand in the previous case 
without being the least bit embarrassed. 
As a practical matter, we all know differ- 
ently. As of now the decision of the 
Michigan Supreme Court in the Panhandle 
case is unchallenged. The United States 
Supreme Court may say that it did not 
review the Panhandle case, but the problems 
which the commissioner faces today are to 
all intents and purposes the same problems 
he would have faced had the United States 
Supreme Court heard the Panhandle case 
and affirmed it. If you had asked me 
whether or not the United States Supreme 
Court would have granted certiorari in the 
Panhandle case, | would not have made any 
predictions because it is next to impossible 
to predict what the United States Supreme 
Court will do on certiorari; however, if 
you had asked me for my guess as to the 
United States Supreme Court’s decision, 
assuming it did grant certiorari, I would 
have said it would have and should have 
reversed the Panhandle case on the basis 
of the authority which I have already 
described to you. 


The day after the United States Supreme 
Court's ruling, you all read something like 
the following: 


“State Faces Crisis in Tax Decision— 
Michigan faced a $70,000,000 budget crisis 
today as the result of a U. S. Supreme 
Court decision affecting the state franchise 
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Ua ashe aa (Detroit News, Tuesday, 
November 6, 1956.) 


A few days later you may have read 
another article, an interview with a repre- 
sentative of Panhandle, in which he was 
quoted as wondering what all the fuss was 
about, saying, in effect, that their case was 
a special one and shouldn’t be thought of 
as any precedent except as to a few others 
similarly situated. 


What does the Panhandle case really stand 
for? Some say that it means that if inter- 
state and intrastate business or indicia 
thereof can be separated from one another, 
only the latter may be employed either as 
elements of the base or of the formula in 
computing the franchise tax; where, but 
only where, this separation is not possible, 
an allocation formula employing interstate 
elements may be used. Others say that it 
means that an allocation formula employing 
interstate elements may never be used; that 
you separate if you can but, if you can’t, 
you have to treat the complex.as belonging 
to the interstate rather than the intrastate 
category and not use it either in the base 
or in the formula. 


This is probably as appropriate a place 
as any to consider the application of the 
Gartland and Panhandle cases, which involved 
Delaware corporations, to a Michigan cor- 
poration. In at least three cases—New 
York ex rel. New York Central & Hudson 
River Railroad Company v, Miller, 202 U. S. 
584, 20 L. Ed. 1155 (1906); Northwest Air- 
lines, Inc. v. Minnesota, 1 stc 475, 322 
U. S. 292, 88 L. Ed. 1283 (1944); and City 
of Chicago v. Willett Company, 3 stc 
§ 200-102, 344 U. S. 574, 97 L. Ed. 449 
(1953)—the United States Supreme Court 
has suggested that the state of incorpora- 
tion may tax 100 per cent, that is, without 
allocation, the privilege of doing business. 
It is possible, therefore, that Michigan 
may constitutionally tax at four mills all 
of the paid-up capital and surplus of any 
corporation organized under the laws of 
Michigan, regardless of the amount of inter- 
state or foreign business (or local business 
in other states and countries) conducted 
by such a corporation. As a practical matter, 
everi though they have the legal right to 
do it, most states do not tax the entire 
franchise of domestic corporations because 
there are strong political and economic rea- 
sons which suggest treatment of domestic 
corporations equivalent to that accorded 
foreign corporations that are qualified to do 
business within the state. States obviously 
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want corporations to incorporate under their 
laws and, to the extent that equivalent 
treatment is given the domestic corporation, 
an argument in favor of incorporation else- 
where is removed. 


Michigan has actually taken a middle 
ground on the taxation of domestic cor- 
porations. The act does not make any 
distinction based upon the state of incor- 
poration of a taxpayer, but a taxpayer is 
permitted to compute the tax on less than 
100 per cent of its paid-up capital and 
surplus only if it fits a special category 
or if it maintains a regular place of business 
outside of Michigan, other than a statutory 
office. The commission might say that un- 
less a Michigan corporation maintained a 
regular place of business outside the state 
(other than a statutory office), or was a 
special category taxpayer, it could not pos- 
sibly avail itself of Gartland or Panhandle. 
The rebuttal is that there is considerable 
room for the position that if a Michigan 
corporation can segregate its proceeds from 
interstate and intrastate commerce, it is 
entitled, like the Gartland Steamship Com- 
pany, to compute its fee on only so much 
of its paid-up capital and surplus as is 
represented by the ratio of its intrastate 
business or receipts to its total business or 
receipts. This might well be an acceptable 
position to a state which, having lost the 
battle to the foreign corporation, was still 
desirous of maintaining equality of treat- 
ment between the foreign corporation and 
the domestic corporation. 


So where do we stand? 


I am afraid we would have to concede 
that the likelihood of our having a state 
corporate income tax has increased. One 
reason for this is that a cloud has been 
cast over not only the franch‘se tax but 
also over the business act.vities tax. An- 
other is that there is obviously going to 
be some loss of revenue (there is no ac- 
curate means of gauging it), and elections 
are out of the way; the legislature, there- 
fore, might be stampeded into doing some- 
thing it might not ordinarily do. A third 
reason is that while there are many of the 
same problems in apportioning an income 
tax as there are in apportioning a franchise 
tax, generally, the courts have treated net 
income taxes more favorably than franchise 
taxes. 


Pertinent here are the differences among 
doing business in a state to the extent that 
you are subject to service of process (said 
to require presence only), doing business to 
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the extent that you are subject to state 
taxation (said to require presence and activ- 
ity), and doing business to the extent that 
you are required to qualify or domesticate 
(said to require continuous presence and 
activity). A state income tax is judged at 
the second level as an exercise of the state’s 
power to tax, while a franchise fee or 
excise is judged at the third level as an 
exercise of the state’s power to control the 
privilege of doing business within its borders. 
Then, too, a net income tax is not payable 
unless there is net income, and every other 
state’s net income tax would be deductible, 
of course, in computing Michigan’s. A 
franchise tax is payable whether you make 
money or not, and a franchise tax can reduce 
a profitable corporation into a loss one. 

I certainly do not feel that we must come 
to a state income tax. There is a lot of 
vitality left to the privilege fee and a lot 
which can be done to save it. Neglecting 
for the moment the special category formulae 
which also contain “interstate elements,” it 
is obviously the third factor of the three- 
factor formula which is the touchy one. 
This immediately suggests three possibili- 
ties which should be satisfactory to the 
Michigan Supreme Court: 


(1) Convert the third factor into a receipts- 
from-local-Michigan-sales versus receipts- 
from-sales-everywhere factor. (This solution, 
which is the Panhandle case, would seem to 
be unfair to domestic corporations unless 
you enlarge the group of those eligible to 
use the three-factor formula.) 


(2) Eliminate the third factor, thus mak- 
ing the three-factor formula a two-factor 
formula. 


(3) Substitute a new third factor (ex- 
penses, manufacturing costs, etc., are possi- 
bilities, but preferably use some element 
which has a readily determinable situs). 


There are other possibilities, too. It would 
be too much to expect the Michigan Su- 
preme Court to reverse itself for some time 
—courts just don’t reverse themselves right 
away—but there is always the chance that 
if the proper case came along, the Michigan 
Supreme Court might limit its previous 
holdings, as it could with some justification. 
Steamship companies, pipeline companies, 
and perhaps a few others, like railroads, 
bus lines and communication agencies, may 
have a historical, if not a rightful, claim to 
separate treatment, even beyond that pres- 
ently accorded them under the Michigan 
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Availability of Deceased Partner 


RRESPECTIVE of the technical re- 

quirements of state law, for tax purposes 
under the 1954 Code’ a partnership is con- 
sidered as terminated only if (1) no part of 
any business, financial operation or venture 
of the partnership continues to be carried 
on by any of its partners in a partnership, 
or (2) within a 12-month period there is 
a sale or exchange (other than by inheri- 
tance, bequest, gift or liquidation of a 
partnership interest”) of 50 per cent or 
more of the total interest in partnership 
capital and profits.’ 


The taxable year of a partnership closes 
for all of the partners if the partnership 
terminates under either one of the above 
conditions. In addition, the taxable year 
of a partnership closes for an individual 
partner (though not for the remaining 
partners) if he sells or exchanges his en- 
tire interest in the partnership or if his 
interest is liquidated other than by death.‘ 


If a partnership is on a fiscal-year basis 
and the partners are on a calendar-year 
basis, the premature closing of the partner- 
ship’s taxable year may result in a “bunch- 
ing of income” for the partners. For example, 
assume a partnership which has a fiscal 
year ending January 31 and partners who 
file personal income tax returns on a cal- 
endar-year basis. Ordinarily, the partner- 
ship income earned in 1955 would be 
deferred for tax purposes until 1956 since 
it would be charged to the partnership 
return for the year ended January 31, 1956, 
and, therefore, would not have to be ac- 
counted for by the individual partners until 


1 Sec. 708(b). 

2 Regs. Sec. 1.708-1(b) (1) (ii). 

*See Little, ‘‘Partnership Terminations and 
Reorganizations,"’ Proceedings of New York 
University Thirteenth Annual Institute on Fed- 
eral Taxation (1955), pp. 897-903. 

*Sec. 706(c). 

® Sec. 706(a). Of course, the partnership in- 
come earned in January, 1955, is accounted for 
by the partners on their 1955 tax returns. 

* Sec. 706(c) (1). 

™Sec. 706(c)(2)(A)(ii). In a two-man part- 
nership, however, upon the death of a partner 
the taxable year of the partnership closes for 
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they would file their 1956 tax returns. How- 
ever, assuming further that the partner- 
ship terminates on November 15, 1956, each 
partner’s 1956 return would have to include 
not only his distributive share of partner- 
ship income for the year ended January 31, 
1956, but, in addition, for the period from 
February 1, 1956, to November 15, 1956. 
Likewise, a partner who sells or liquidates 
(except by death) his partnership interest 
on a date other than the end of the partner- 
ship taxable year would have to report more 
than 12 months’ income in a single calendar 
year. 


It is interesting to note that the death 
of a partner does not automatically close 
the taxable year of the partnership for 
those survivors who continue to carry on 
the partnership business.* Moreover, the 
1954 Code provides that the taxable year 
of the partnership does not close for the 
deceased partner but continues to the end 
of the partnership year, whether or not his 
interest in partnership profits or losses 
ends with his death." This avoids any 
possibility of a bunching of income for the 
decedent because his share of partnership 
income for the year of his death will be 
reported in his estate’s fiduciary return and 
not in his last personal return. An example 
may illustrate this point. If a partnership is 
on a fiscal-year basis ending January 31 
and a partner on a calendar-year basis 
dies on November 15, 1956, his share of 
partnership income for the period from 
February 1, 1956, to November 15, 1956, 
is accounted for by his estate in its 1957 


such deceased partner and the surviving partner 
(since the survivor alone, by definition, cannot 
continue to carry on a partnership), unless the 
decedent's estate or other successor in interest 
continues to share in the profits or losses of 
the partnership business (Regs. Sec. 1.708-1 
(b)(1) (i) (b)). If the estate or other successor 
in interest does not continue to share in the 
profits or losses, but receives payments under 
Sec. 736, the taxable year of the partnership 
does not close as to either partner until the 
entire interest of the decedent is liquidated 
(Regs. Sec. 1.736-1(a) (6)). 
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Income for Joint Tax Return 


Code provisions concerning the closing of a partnership's taxable year are 
discussed. The taxable year of a deceased partner continues to the end 

of the partnership year, whether or not his interest in partnership profits or losses 
ends with his death. However, since his distributive share of 

the income for the year of his death is accounted for by his estate in its return, 
such income is unavailable for a joint return with the surviving spouse. To avoid 
this, it is suggested that provision be made in the partnership agreement. 


fiduciary return, since the income is received 
effective January 31, 1957, the end of the 
partnership taxable year. 


At first impression, the provision in the 
1954 Code,’ allowing the partnership year 
to continue for a deceased partner, appears 
to be a decided advantage since, as indi- 
cated above, it prevents any bunching of 
income. Furthermore, since the estate is 
usually in a lower tax bracket than the de- 
cedent, his distributive share of partner- 
ship income for the year of his death may 
be taxed at lower rates. However, we are 
dealing with a double-edged sword. 


First, under the 1954 Code® a partner- 
ship generally may not adopt a taxable 
year other than that of all its principal 
partners ” (defined to include all partners 
having an interest of 5 per cent or more in 
profits or capital”). Accordingly, most new 
partnerships will have the same taxable year 
as the partner and thus there can be no 
problem of a bunching of income although 
the partnership year closes before its usual 
time. 


Second, a surviving spouse may file a 
joint return with the decedent for the year 
of death,” thereby taking advantage of 


8 Sec. 706(c)(2)(A) (ii). 

* Sec. 706(b)(1). 

See Willis, ‘Income Tax Problems of Pro- 
fessional Partnerships,’’ The Practical Lawyer, 
November, 1956, pp. 72-74. 

™ Sec. 706(b)(3). 

® Sec. 6013(a)(3). 

43 Of course, if the deceased partner and the 
partnership have the same taxable year and the 
estate distributes the decedent’s share of part- 
nership income for the year of his death to the 
widow during such year (assuming she is the 


Deceased Partner's Income 


lower tax rates due to the splitting of 
income. However, since a deceased part- 
ner’s distributive share of partnership in- 
come for the year of his death is accounted 
for by his estate in its fiduciary return, 
such income is unavailable for a joint re- 
turn with the surviving spouse.” This not 
only prevents the splitting of such income, 
but may also result in the loss of deduc- 
tions incurred by the decedent if such income 
is all or substantially all of the income of 
the decedent and his spouse for the year 
of his death. 


To avoid this result, it is suggested that 
the partnership agreement provide: “Upon 
the death of a partner, his interest in the 
partnership shall! be paid in accordance with 
such designation as he shall make in his 
Last Will and Testament and, to the extent 
not disposed of by such a designation, to 
his executors, administrators or other legal 
representatives.” * Thereafter, each partner 
may, if he determines that the income tax 
consequences or other considerations jus- 
tify it, in a specific bequest in his will 
designate his spouse to succeed to that part 
of his partnership interest which is taxable 
as ordinary income in the year of his death. 


beneficiary), she will be able to account for 
the income on a joint return (Sec. 662). How- 
ever, there are many practical problems which 
may prevent such a prompt distribution. 

% A provision in the partnership agreement 
requiring a sale or exchange of the decedent's 
interest in the partnership to the other part- 
ners as of the moment of his death may also 
avoid this result. See Mertens, Law of Federal 
Income Taxation, Code Commentary Volume, 
Ch. 1, subch. K, Sec. 706:5. 
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Thus, such income will be paid directly to 
his widow and will be available for a joint 
return.” It should be carefully noted that, 
in addition to payment of the decedent's 
share of partnership income, other pay- 
ments by the partnership for his interest 
may be taxable as ordinary income, and the 
designation should be made broad enough 
to cover such payments,” 


Moreover, often partnership agreements 
provide that a deceased partner’s bene- 
ficiaries are to receive payments which are 
taxable as ordinary income for several years 
subsequent to the year of his death. The 
1954 Code™ allows a surviving spouse to 
file a joint return with a decedent for not 
only the year of his death but also the suc- 
ceeding two years if she maintains a home 
for a dependent son, stepson, daughter or 
stepdaughter. Therefore, the will provision 
might be broadened, depending upon the 
circumstances, to include all partnership 
distributions taxable as ordinary income in 
any year in which the surviving spouse can 
file a joint return with the decedent. 


On the other hand, it should be noted 
that an estate qualifies for a $600 exemption 
and is taxed starting at the lowest brackets. 
Thus, if the income payments from the part- 
nership are expected to be substantial, con- 
sideration should be given to having the 
wife designated the beneficiary of approxi- 
mately only two thirds of the income and 
the estate left with the balance, since this 
arrangement may produce the most favor- 
able tax treatment. For example, assuming 
the decedent’s share of partnership income 
for the year of death amounted to $31,800, 
if the wife were designated to receive $21,200 
and she filed a joint return, and the estate 
were to receive $10,600, the best over-all 
tax result would be accomplished, since 
the tax rate would in effect be based on 
three $10,000 blocks of income, and there 
would be maximum use of the $600 ex- 
emptions as well.“ Furthermore, if the 
income payments from the partnership are 


not expected to be large, it may be better 
taxwise not to make any designation and 
thus allow the income to be taxed to the 
estate.” 

Similarly, if the surviving spouse, because 
of the decedent’s or her own other income, 
is in a much higher tax bracket than the 
estate so that even splitting the income pay- 
ments from the partnership on a joint re- 
turn would not result in a lower tax rate 
than that of the estate, the designation 
should not be made. 

It should be emphasized that the decision 
as to whether an individual partner should 
make the designation, and to what extent, 
varies with his income tax position, family 
situation, etc. Accounting in a joint return 
for the deceased partner’s income may result 
in tax advantages to some partners, while 
others may be better off having such in- 
come charged to the estate. Accordingly, 
it is suggested that the clause in the part- 
nership agreement, in line with the one 
suggested above, simply provide that part- 
ners may make the designation in a will, 
leaving it to the individual partners to make 
the designation if, and to what extent, they 
deem it advisable. 


A final point should be mentioned. If 
the surviving spouse is to be made the 
beneficiary of the residuary estate or of a 
maximum marital deduction formula clause, 
a partner should consider the desirability of 
designating her in a specific bequest to 
receive the partnership distributions taxable 
as ordinary income in any year in which 
she can file a joint return. Under such cir- 
cumstances, after the partner’s death when 
the facts affecting the income tax picture are 
better known, she might renounce all or 
part of such bequest if tax savings would 
result by having such income taxed in the 
estate fiduciary return rather than in her 
joint return. Yet the amount she renounces 
might still pass to her by becoming part of the 
residuary estate or by increasing the mari- 
tal share under the formula.” [The End] 





% Regs. Sec. 1.706-1(c)(3) (iii). Such income 
will be available for a joint return in the year 
of the partner's death only if both the partner 
and the partnership have the same taxable year. 
For example, if both the partner and the part- 
nership were on a calendar-year basis and the 
partner dies on November 15, 1956, his income 
from the partnership would be received by his 
surviving spouse effective December 31, 1956, 
the end of the partnership year, and would be 
available for a joint return in the year of his 
death. However, if the partnership were on a 
fiseal-year basis ending January 31, the income 
would be received by his surviving spouse on 
January 31, 1957, the end of the partnership 
year, and would not be available for a joint 
return in the year of his death. 
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% See Sec. 736. 

™ Sec. 2. 

% This example assumes that the surviving 
spouse, the decedent and the estate have no 
other income. 

” Assuming the estate has no other income, 
if the income payments from the partnership 
do not exceed $2,600, it would be best to have 
the income taxed to the estate since the estate 
would get a $600 exemption and only pay the 
lowest 20 per cent rate on the remaining $2,000. 

* Of course, the amount she renounces would 
pass through the estate and become subject to 
the executor’s commissions. 
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The Individual Life Insurance Policy 


Issued in Connection with 
a Qualified Employee Trust 


By ROBERT J. LAWTHERS 


The individual life insurance policy is somewhat like two separate contracts. The 
income tax treatment of premiums paid by the employer is consistent with one 
contract. The proposed estate tax regulations are inconsistent with this contract 
while attempting to be consistent with the second one. This is the paradox 
analyzed by the author, who is director of benefits and pension business, 

New England Mutual Life Insurance Company. This article represents his personal 
Opinions and does not necessarily represent the thinking of either 

the company with which he is associated or the life insurance industry. 


a LAW is a ass, a idiot.”* Nowhere 
is this better exemplified than in the treat- 
ment, and proposed treatment, by the Treas- 
ury Department* of the individual life 
insurance policy issued in connection with 
a qualified pension or profit-sharing trust.’ 
Admitting that the law is elsewhere defec- 
tive in not applying identical principles and 
tests respecting income tax and estate tax,‘ 
there do not seem to be compelling reasons 
for the Treasury Department to go out of 
its way, by regulation, to gratuitously add 
new areas of confusion. 


For income tax purposes, the death pro- 
ceeds of an individual life insurance policy 
issued in connection with a qualified trust 
are viewed as in part insurance and in part 
an annuity distribution’ The proposed 
estate tax regulations would treat such pro- 
ceeds as all insurance until the reserve 
equals the proceeds and as an annuity dis- 
tribution thereafter.® 


1 Mr. Bumble, in Oliver Twist. 

2? Of course, it is true that regulations, rulings 
and opinions of the Treasury Department and its 
staff are interpretations of the law, not the law 
itself. However, to the unlitigious taxpayer this 
may well seem to be a distinction without a 
difference. 

’ Throughout this paper the term ‘‘qualified 
trust’’ will be used as meaning a pension or 
profit-sharing trust that meets the requirements 
of Sec. 401 of the 1954 Code. 
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This proposed estate tax treatment seems 
to have the virtue of simplicity, but, unless 
similar principles are applied in the income 
tax area, such simplicity as might be 
achieved would be both deceptive and too 
dearly bought. This is apt to be true when 
logic and consistency are significantly sacri- 
ficed to administrative convenience. Agreed 
that the law is not a pure science and that 
it falls short of aesthetic perfection. Agreed 
that statutory inconsistencies in the tax law 
prevent the achieving of these goals. Nev- 
ertheless, they are goals that must be aimed 
at by both administrators and jurists, to the 
extent that statute permits. Otherwise: 
chaos! 


There is no such thing as a life insurance 
policy, for the benefit of an insured em- 
ployee,’ issued to the trustee of a qualified 
pension trust, as such, for purposes of the 
qualified trust. The furnishing of life insur- 
ance protection is completely foreign to 


* For example, the different statutory tests for 
the completeness of a gift. 

5 Sec. 1.402(a)-1(4) (i) of the income tax regula- 
tions, T. D. 6203 (September, 1956). 

® Sec. 20.2089-1(d) of the proposed estate tax 
regulations. 

*This paper deals only with an insurance 
policy payable to beneficiaries of the insured 
employee at his death. 
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the purposes of such a trust. Nothing can 
be found in the Code® to justify the use of 
an employer’s contributions to such a trust 
to provide life insurance protection for 
an employee’s beneficiaries. Nevertheless, 
life insurance policies have been used for 
years*® as a medium for providing pension 
benefits under a qualified pension trust or 
as an investment for profit-sharing trusts— 
and, in my opinion, properly so. 


The key to this paradox is known to 
everyone, but is, unfortunately, too little 
understoxod both inside and outside of gov- 
ernment circles. 


The individual life insurance policy may 
be viewed as two separate contracts. The 
usual analysis of such a policy issued in 
connection with a qualified trust is (1) that 
there are (a) an accumulation of a re- 
serve or the acquiring.of a refund annuity 
to provide pension benefits or to serve 
as an investment of a profit-sharing fund, 
giving rise to part of the policy’s death 
proceeds and (b) an expenditure each year 
to provide term insurance, decreasing from 
year to year, of the amount at risk (the 
amount by which the death proceeds will 
exceed the policy reserve or cash value). 


There is, however, a possible alternative 
analysis (2) which views the life insurance 
policy as (a) a pure endowment or non- 
refund annuity with no death benefits, and 
(b) term insurance for the entire death 
proceeds.” 


Analysis (1) is consistent with the income 
tax treatment given for many years with 
respect to premiums paid by an employer 
in connection with a qualified trust, and 
the income tax treatment of the proceeds at 


®Old or new. The 1954 Code (H. R. 8300) 
would have cut the knot by permitting the use 
of life insurance policies as part of a qualified 
trust but treating the proceeds as entirely a 
trust distribution or annuity—a solution beyond 
the scope of this paper. 

®*To my personal knowledge, since 1936. 

%” These analyses do not, of course, apply to 
pure term insurance. For permanent forms of 
insurance, either analysis is actuarially correct— 
they are mathematically equivalent. A ‘pure 
endowment’’ is an amount to be payable at a 
specified future time only if the person on whose 
life it is based is then living. If he dies in the 
meantime no death benefit is payable and the 
reserve is forfeited. Pure term insurance is 
best exemplified by the usual type of group 
insurance, yearly renewable term. Since, except 
among young children, the mortality rate in- 
creases with age, the annual rate for pure term 
insurance increases every year. The reader who 
has had experience with group term coverage 
for a very old employee will be aware of the 
astronomical premiums required at very ad- 
vanced ages. Permanent forms of insurance are 
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the death of the insured. If the employer 
(or the trustee) has paid the entire pre- 
mium, a portion of the premium, represent- 
ing (b), has been considered as distributed 
to the insured employee. The insured has 
been required to include in his gross income 
the term-premium cost of the amount at 
risk." At the death of the insured the 
proceeds have been split for income tax 
purposes. Only the amount at risk has 
been considered to be tax-free insurance 
proceeds. The reserve or cash value has 
received the income tax treatment of any 
trust distribution.” 


The proposed estate tax regulations, on 
the con’rary, are consistent with analysis 
(2)," but inconsistent with (1) and with 
the treatment previously given, and to be 
given, by the income tax regulations. So 
long as the proceeds exceed the reserve, 
the amount receivable at death would be 
considered, for estate tax purposes, as all 
insurance proceeds, governed primarily by 
Section 2042. Section 2039, concerning an- 
nuities and similar payments, would be 
permitted to apply only when there is no 
amount at risk.” 


I maintain that when the Treasury De- 
partment is not hobbled by illogical statu- 
tory provisions, it should make reasonable 
attempts at logic and consistency. Of all 
of the available analyses of a situation, the 
one should be chosen which, other things 
being equal, best meets these criteria. 


Either the income tax treatment or the 
proposed estate tax treatment should give 
way so that the policy, its proceeds, its 
income tax treatment and its estate tax 
treatment, will all be viewed with the same 
logic. 


designed to keep the premium level. Premi- 
ums in excess of the pure insurance cost during 
the earlier years of a policy build up a reserve. 
That reserve, as increased by its interest earn- 
ings, balances out what would otherwise be 
annual insurance costs in the later years far 
in excess of the level premium. With regular 
endowment insurance, the reserve equals the 
face amount on the date of endowment ma- 
turity, and the proceeds become payable. In 
analysis (1), the policy reserve is looked upon 
as being part of the death proceeds, so that 
there is insurance protection only for the de- 
ficiency. In analysis (2) the policy reserve is 
looked upon as forfeited at death so that the 
entire proceeds are insurance. For a discussion 
of forms of endowment policies in which the 
endowment proceeds exceed the face amount, 
see footnote 19. 

4 Sec. 1.402(a)-1(a)3 of the income tax regu- 
lations, T. D. 6203 (September, 1956). 

® See footnote 5. 

18 See, however, footnote 19. 

44 See footnote 6. 


TAXES —The Tax Magazine 








Whether we split the insurance policy 
according to analysis (1) or according to 
analysis (2), there are further consequences 
that inevitably follow from the impropriety 
of using pension funds to provide life 
insurance protection. Hand in hand with 
the assumed split of the insurance policy, 
there must be a parallel split in viewing the 
trust and in analyzing what the employer 
is doing. 

To avoid the confusion of considering 
(1) and (2) simultaneously, let us first 
assume (1) and, for the time being, put (2) 
aside, 

I will first suppose a pension trust and 
plan under which the employer alone is to 
provide solely annuity or pension benefits, 
but with the individual annuity reserve pay- 
able to an employee’s beneficiaries if he 
dies before retirement. An annuity con- 
tract is to be acquired by the trustee to 
fund each employee’s pension, which is to 
be paid for solely by contributions of the 
employer. However, an employee is per- 
mitted to have insurance protection by 
paying its cost. For an employee who elects 
this, the trustee procures, instead, an insur- 
ance policy which, in effect, provides for 
the same annuity plus the employee’s de- 
creasing term insurance. 

When an employee elects insurance, is it 
not clear that it is only the annuity portion 
of the policy that is issued under the quali- 
fied trust and that the employee is buying 
the insurance outside of that trust? Arrange- 
ments have merely been made for the 
trustee to invest the funds (that guarantee 
such employee’s pension) so as to give him 
an opportunity, outside of the pension trust, 
to procure insurance protection on his life. 
To be sure, the pension trustee will usually 
also be the trustee of the insurance part of 
the policy—but not under the same trust! 
With respect to that employee, there is a 
qualified pension trust of the employer and 
a personal insurance trust of the employee.” 
The policy is to be viewed as acquired and 
owned in part by each trust. 

Is it not equally clear that different em- 
ployees may be permitted to elect different 
forms and amounts of insurance? Of sev- 
eral employees, each entitled to a pension 
of $100 a month, one might elect a retire- 
ment income (income endowment) policy 
of $10,000 face amount; another, an endow- 
ment policy of approximately $15,000 face 
amount; and another, an ordinary life or 


limited-premium life policy of an even 
larger face amount, provided, in each case, 
that the policy would guarantee the proper 
pension. 

The situation is not essentially changed 
when the employer contributes toward the 
insurance cost, except that here the em- 
ployer is creating the two trusts—but there 
are two trusts and, in effect, two contracts 
issued by the insurance company. Under 
the present law, as set forth in the Code, 
this conclusion is inevitable because there 
is no justification for using pension funds 
to provide insurance benefits. There is, 
however, nothing wrong with using one 
instrument to establish two trusts or with 
having two trusts acquire separable interests 
in one piece of property (the insurance 
policy), but we must observe care to keep 
them separate in all of our thinking. 

Any contributions of the employer toward 
the cost of insurance protection represent 
current distributions to the insured em- 
ployee.* At the death of the employee, 
only the amount at risk gets the income tax 
benefits of Section 101(a)(1). The balance 
of the proceeds is subject to income tax 
under Sections 402 and 72." At retirement 
or other distribution to the employee or his 
beneficiaries, it follows that logic and con- 
sistency require that in determining the 
employee’s Section 72 cost; his contributions 
be reduced by the sum of any annual costs 
of his insurance protection met from his 
contributions. Since we have found it nec- 
essary to postulate two trusts and two con- 
tracts, it follows that the cost of insurance 
protection has not been contributed to the 
qualified trust or the annuity contract, but 
to the separate insurance trust and term 
insurance contract. 

If this is the way the split is made for 
income tax purposes, then the splitting for 
estate tax purposes should logically be on 
the same basis. Specifically, Section 2042 
should be applied to the amount at risk, 
with Section 2039 applied to the cash value 
or reserve. Other sections of the Code re- 
lating to estate tax might, of course, apply 
to the proceeds. Section 2039(c) would 
not apply to the amount at risk since it is 
not, correctly analyzed, a contract pur- 
chased by a qualified trust. However, this 
subsection would apply to the reserve or 
cash value (but deducting from the sum of 
any contributions of the employee and of 
the employer the aggregate of any costs 





% The terms of these two trusts are estab- 
lished by one instrument, usually known as 
merely a pension trust. 
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6 See footnote 11. 
17 See footnote 5. 
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of insurance protection previously met by 
them, respectively). 

If the employer pays the cost of insur- 
ance protection, then, despite Section 72(f), 
the costs of that protection, taxable to the 
insured each year, would nevertheless not 
be part of his cost for purposes of Sections 
72 or 2039. The reason is that the contri- 
butions of the employer to provide insur- 
ance protection would not be contributions 
to a trust governed by Section 401, but 
contributions to a separable insurance trust 
and plan.” 

The whole situation is to be viewed pre- 
cisely as though there were two unrelated 
plans; as though solely annuity contracts 
were acquired under the qualified plan, and 
separate term insurance policies were inde- 
pendently acquired. 

lf, however, we use analysis (2) for the 
life insurance policy, there are changes in 
details but no basic change. There are 
still two contracts and two trusts. The only 
differences would be that the annual cost 
of insurance protection would be the term 
cost of the entire death proceeds, and that 
at death the entire proceeds would be insur- 
ance for both income tax and estate tax 
purposes. However, if and when the policy 
reserve or cash value should equal or ex- 
ceed the death proceeds, or expected death 
proceeds, there would be no insurance pro- 
tection and no further annual cost of such 
protection. Everything payable at death 
would then be an annuity or pension-trust 
distribution.” 


On the basis of either analysis of the 
insurance policy, it follows that certain 
positions sporadically taken by officials of 
the Treasury Department are untenable. 
There are no lawful limitations that may 
properly be imposed respecting insurance 
benefits (per se) provided by an employer 
for employees. Accordingly, so long as the 
nondiscriminatory requirements are met with 
respect to the annuity or pension part of 
the plan and the annuity part of the con- 
tracts procured of the insurance company, 
the employer may use any form of insur- 
ance it desires, may provide as much or as 
little insurance as it chooses, and may dis- 
criminate to its heart’s content. 

This last is not in any way contrary to 
public policy and needs no rectification. 
Until the law forbids discrimination with 
respect to compensation paid in cash, there 
is no justification for preventing discrimi- 
nation in compensation paid in the form of 
economic benefits on which the employee 
currently is required to pay an income tax.” 
Of course, the requirement of reasonable- 
ness must be met in order for the employer 
to get an income tax deduction. 


It is obvious that if the employer con- 
tributes to the cost of insurance protections, 
its deduction should technically be taken, 
for the cost of this part of the combined 
plan, under Section .162(a)(1), and only 
the contribution to the pension part should 
be taken under Section 404. There can, of 
course, be no objection to the Treasury 
Department’s permitting both to be de- 
ducted under the latter for administrative 





% This is not in any way inconsistent with 
the fact that an individual who pays premiums 
on a combination insurance and annuity policy 
issued to him, personally, is allowed his full 
premium cost in determining the investment in 
the annuity. The Code provides that an in- 
sured’s cost basis toward an annuity derived 
from an insurance policy is the cost of the con- 
tract. The Code does not justify a splitting of 
an individually purchased contract. However, 
the only justification for having insurance in 
connection with a qualified trust is that a split 
is assumed. Accordingly, logic and consistency 
require that, for a contract purchased in con- 
nection with a qualified trust, costs of the sepa- 
rable insurance contract not be construed as 
costs of the annuity contract. 

” There are some forms of insurance on an 
endowment plan (variously denominated by 
various companies, the most common titles being 
“retirement income’ or ‘“‘income endowment’’) 
in which the endowment proceeds exceed the 
face amount, and the reserve crosses and ex- 
ceeds the face amount before the maturity 
date. The objective is to build up a fund larger 
than the face amount in order to provide a pre- 
determined amount of annuity income for the 
insured commencing on the maturity date. 
Under analysis (1) there is no insurance after 
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the reserve crosses the face amount. Under 
analysis (2) one can consider either that insur- 
ance protection continues to the end (but of an 
annually increasing amount, equal to the re- 
serve, after the crossover point); or that the 
pure endowment occurs at the crossover point 
when insurance protection ends and that there 
would thereafter be a pure accumulation, en- 
hanced by further premium contributions, until 
the policy maturity date. The proposed estate 
tax regulations are consistent with the latter 
assumption. (See footnote 6.) 


* There is nothing in the law forbidding an 
employer to discriminate among employees in 
determining their compensation. When com- 
pensation in any form is taxable to the employee 
as received, the only limitation is that, in order 
for the employer to obtain a deduction in con- 
nection with its income tax, the compensation 
must not be excessive for the services rendered. 
The forbidding of certain discriminations in 
connection with a qualified trust is an exception 
justified by the favorable tax treatment by 
which the employer may get a deduction with- 
out the employee being currently required to 
include the value of the benefit in his gross 
income. The whole point of this paper is that a 
provision for insurance benefits is not part of a 
qualified pension trust. 
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convenience, provided its officials will recog- 
nize that this is just what it is—and nothing 
more. 


All the foregoing is a far cry from the 
position sometimes informally taken that 
there is some kindness or generosity to 
the taxpayer in permitting “incidental” in- 
surance benefits as part of a pension trust. 
Officials of the Treasury Department who 
take such a position are unfair to them- 
selves and their predecessors, some of 
whom, at least, knew better. Otherwise 
there would have been no PS 58 costs and 
no splitting of the death proceeds into two 
parts for income tax purposes.” 

There is a narrow area in which the 
“incidental benefits” theory may seem to 
have some apparent application. The simplest 
example is a money-purchase, pension and 
insurance plan, all paid for by the employer. 
When viewed as separate insurance and 
pension plans, it will be found that, on 
account of the varying costs of insurance 
benefits for different employees, the amounts 
applied to the pension plan (as distinguished 
from the insurance plan) will not be uni- 
form for different individuals, even though 
the totals contributed to both plans are the 
same. A similar lack of uniformity may 
be found in other types of plans with re- 
spect to contributions to pension benefits. 

This “incidental benefits” theory should 
probably best be stated as permitting some 
discrimination with respect to pensions, 
provided the insurance benefits are reason- 
able and only incidental. The correct for- 
mulation is, however, quite different. Only 
certain limited discriminations are forbidden 
in connection with a qualified plan. Uni- 
formity is not required. It is extremely 
unlikely that the random discriminations 
resulting solely from such factors as dif- 
ferent insurance costs for different em- 
ployees, or providing more pension for 
uninsurables, or requiring an uninsurable 
employee to contribute more toward his 
pension benefits, would result in an over-all 
favoring of officers or of highly compen- 

I recollect a clear understanding in the 
Treasury Department, in the early 1940's, that 
an ordinary life or any other type of insurance 
policy could be the sole vehicle to fund pension 
benefits under a qualified pension trust, because 
there need be no necessary relationship between 
pension benefits and insurance. Considering the 
mental caliber and the technical competence of 
the men then in the higher echelons of the De- 
partment, this attitude would have been incon- 
ceivable if they had supposed that the insurance 
benefits were really part of the pension plan, 


as such. Furthermore, their general attitude 
respecting tax matters did not incline them 
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sated, supervisory or stockholding employees, 
with respect to the pension plan.” Insur- 
ance plans of the type we are considering 
(the insurance part of combined pension 
and insurance plans) may be as discrimina- 
tory as one wishes—and rightly so. 


Much that has been said respecting pen- 
sion plans will readily be applied by the 
reader to profit-sharing plans. However, 
there are a few special points that require 
mentioning. 

When an insurance policy is issued in 
connection with a qualified profit-sharing 
trust, and a premium is paid on the policy, 
there is in part an investment of the profit- 
sharing trust and in part: a payment by 
the insured employee to a separate insur- 
ance trust, or a payment by the employer 
to such a separate trust, or a transfer from 
the profit-sharing trust to an insurance 
trust (constituting a distribution to the 
insured employee), or a combination of two 
or more of these. I maintain that none of 
these is improper under the law. 

Officials of the Treasury Department ap- 
pear to be taking the following positions 
(among others). A profit-sharing trust can 
qualify only if it provides exclusively for 
deferred distributions. Since the payment 
of an insurance premium is an immediate 
distribution of the term cost of insurance 
protection, no funds can be so applied 
within two years after they have been con- 
tributed by the employer. However, the 
foregoing may be waived if only “incidental” 
insurance benefits of a limited type and 
amount are provided. 

The answer is to meet the basic point of 
view head on. The Code does not clearly 
require, for qualification, that a profit- 
sharing trust provide exclusively for deferred 
distributions. It is more reasonable to in- 
terpret it as merely requiring some element 
of deferred distribution. If a trust were to 
provide exclusively for current distribution 
there would be nothing to invest and no 
deferred income to the employee. Accord- 
ingly, the Code posits some element of 


7 


toward being improperly generous to taxpayers 
or toward permitting serious technical im- 
proprieties. 

22 There is an understandable tendency on the 
part of some officials of the Treasury Depart- 
ment to act as though the law forbade all dis- 
criminations in order for there to be a qualified 
trust. This is not true. The only forbidden 
discriminations are those in favor of ‘‘officers, 
shareholders, persons whose principal duties 
consist in supervising the work of other em- 
ployees, or highly compensated employees.’’ 
(Code Sec. 401(a)(4).) 
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deferral in order to give qualification any 
meaning. 

An employer may create two profit- 
sharing trusts, the first providing each 
year for immediate distribution and the 
second providing for deferred distribution; 
and the second may qualify. I doubt if the 
government would have much success in 
the courts in denying qualification to an 
employer who accomplished the same re- 
sults in one trust, provided the case were 
properly handled. 

An important point is that the revenue 
would lose nothing by the employer’s act, 
because the immediate distributions would 
forthwith be taxable to the distributees. 
If the matter could be correctly settled 
with respect to such a dual-distribution 
trust not involving insurance, the use of 
insurance policies as part investment and 
part distribution would fall into proper 
perspective. 

The individual life insurance policy issued 
under a qualified pension or profit-sharing 
trust does present technical and adminis- 
trative problems. Its use is reasonable and 
proper, but that use must be correctly ana- 


GOOD CASE BUT WEAK HEART 


Some tax cases never reach court 
because one of the parties is in such 
ill health as to be unable to withstand 
the strain. Such a one is the instant 
case sent to us by Lewis Gluick, CPA, 
Miami, Florida. 

Two builders found it advantageous 
to work through several corporations. 
Each project stood by itself and no 
corporations were ‘collapsed. When 
one corporation had finished one proj- 
ect, its balance sheet listed cash assets 
of $41,000, and liabilities consisting of 
$1,000 of capital stock and $40,000 
of surplus. 

The partners took out $40,000, but 
not in equal proportions. Two years 
later, all possible contingencies having 
been cleared up, the corporation was 
reactivated, The two men put back 
the $40,000 and one of them put in 
more. A revenue agent who came 
in to examine the returns found things 
in order, but he insisted that the cash 
the men had taken out was a dividend, 
taxable to them as individuals. He 
assessed an additional tax. Upon re- 
ceipt of the 30-day letter, the builders 
sent it to their attorney, who asked 
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lyzed. If an analysis is logical and theo- 
retically simple and is consistent with the 
Code, any complications in detail must be 
endured. The analysis of such a _ policy 
as, in effect, an annuity contract and a sepa- 
rate term-insurance contract meets these 
requirements, provided, but only provided, 
the insurance part is deemed to be issued 
under a separable insurance trust, not under 
the qualified trust. Only so, in a pension 
trust, is the insurance element permissible 
under the provisions of the Code, and it 
should be inconceivable that the Treasury 
Department would otherwise have per- 
mitted it. 


Under the income tax regulations, an 
insurance policy is split into a_ refund- 
annuity contract and a decreasing term- 
insurance policy. Under the proposed estate 
tax regulations, any such split would be into 
a nonrefund annuity contract and a level 
term-insurance policy. Either analysis is 
possible and proper—but, please, not a little 
of each. The curses of inconsistencies aris- 
ing by statute must be borne with. The 
White Queen’s absurdities are enjoyable. 
Neither would be true of tax inconsisten- 
cies arising solely by regulation. [The End] 


for a hearing and got it. The conferee 
ignored the fact that the “loans to 
officers” had been repaid, stressing 
that they had been open accounts and 
no interest was ever accrued or paid. 

The lawyer’s search disclosed no 
case squarely matching the facts. He 
found two good analogous ones, but 
the conferee cited three adversely. 
The lawyer wanted to take the case 
to Tax Court and make some law, but 
he was not allowed to do it. 


One of the partners had a weak 
heart. An attack while the conference 
was pending had caused him to be 
hospitalized. The mere suspense of 
waiting for the court hearing, let 
alone an actual appearance in court, 
might be fatal, his physician warned. 
The attorney reluctantly signed a 
consent. The other builder paid his 
partner’s assessments out of the funds 
of two other corporations, in order 
to prevent a probable attack if he had 
had to sign personal checks. 

Do you think the lawyer had a good 
case? Your attention is referred to 
the Dalton case discussed in this 
issue’s “Interpretations” department. 
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Federal Tax Aspects 
of Oil Production Payments 


By STANLEY M. TREVATHAN 


Production payments—which may be created or carved out of working interests, 
royalties, overriding royalties, other production payments or 

any form of ownership of oil property—present tax problems which have grown 
in proportion to the industry itself. Income status of such payments 

is here explored by a Wichita Falls, Texas CPA and 

registered professional engineer with some 20 years of valuable 


experience in this highly specialized field. 


F ROM the very inception of the federal 
income tax in 1913, its impact has pre- 
sented difficult problems for all taxpayers, 
as well as for the government, in attempt- 
ing to arrive at a true and fair concept of 
what net income actually is. Indeed, Su- 
preme Court Justice Frankfurter in Burton- 
Sutton Oil Company v. Commissioner, 328 
U. S. 25 (1946), mentions the “gossamer 
lines” that had been drawn by the Supreme 
Court in tax cases. 


Among members of the accounting and 
legal professions it is well established that 
the concept of net income for the oil- 
producing industry, from most any stand- 
point, business or taxwise, is peculiarly 
difficult to arrive at, relative to other in- 
dustries, because the principal sources of 
income are from wasting properties. There 
are diverse opinions and methods of ac- 
counting for income, expenses, development 
and depletion of oil properties, taxwise or 
otherwise, beyond the scope of this paper. 
There remain fields of doubt, taxwise, rela- 
tive to many of these problems. 


This study has for its primary purpose 
the exploration of the taxable income status 
of production payments as they relate to 
the oil-producing industry. 

An examination of the recent history of 
the problem will be presented, and brought 
up to latest developments. An enlargement 
in detail as to all developments and the 


theory will not be attempted, nor does it 
seem necessary in order to treat the prob- 
lems involved. 


Definitions and Explanations 


In the oil industry, production payments 
are often called “oil payments” or “in-oil 
payment rights,” but the term “production 
payment” is considered more accurate, since 
it may be out of both oil and gas, or either. 


Rowen defines an oil payment as “a right 
to receive a fraction of the oil produced 
from certain property, or the proceeds 
therefrom, free of development and operat- 
ing costs, until a fixed or determined amount 
of oil or an ascertainable sum of money has 
been received.”* Thus, a production pay- 
ment may be stated in terms of barrels or 
dollars, but usually in dollars. Conceivably, 
it may be stated relative to time, but the 
payment owner would then be advised to 
protect himself against the possibility that 
the working-interest owner might shut down 
operations. 


A production or oil payment is com- 
monly dischargeable out of a_ specified 
fraction of the oil runs of the particular 
property involved. For example, it might 
be payable out of the first 25 per cent of the 
oil produced. 


A production-payment owner, like a royalty 
owner, is not directly concerned with lease 





1 James R. Rowen, ‘Introduction to Oil and 
Gas Interests,"’ 34 TAXEs 19, 21 (January, 1956). 
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operations or development, since the work- 
ing-interest owner is in charge of such 
activities. The payment owner does not pay 
any costs of equipment, operation or de- 
velopment and, in this respect, is in a posi- 
tion similar to that of a royalty owner. 
There might be rare exceptions to the 
above rule, under special contracts. Also, 
a production payment may be paid out of 
gas production. 

The sum payable must be ascertainable, 
if stated in money. For example, it might 
be $100,000 plus 5 per cent interest each 
month on the unpaid balance, which is con- 
sidered definite enough for tax purposes, 
and this type is quite common. 


In the industry, there is a tendency at 
times to regard a production payment as a 
special type of royalty or a limited royalty. 
Taxwise, the treatment of production pay- 
ments and royalties is quite different. A 
royalty or overriding royalty is widely 
known as “a right to receive a fraction of 
the oil and gas produced from certain prop- 
erty, or the proceeds therefrom, free of any 
obligation for development and operating 
costs.”* In the case of a producing prop- 
erty, except in very rare instances, a royalty 
represents permanent ownership, at least 
until production ceases, not limited as to 
a definite amount of production or dollars 
as in the case of production payments. In 
such rare instances, the royalty no doubt 
would be treated as a production payment 
for tax purposes. The actual name given 
to the interest is not so important, taxwise, 
as its nature. Fundamentally, as relating 
to producing properties, a production pay- 
ment is a temporary interest and a royalty 
is a permanent interest. General Counsel 
Memorandum 22730, 1941-1 CB 214, refers 
to an oil payment as “an interest which 
does not by its terms extend throughout 
the lease life.” From a tax standpoint, this 
is an important aspect of a true oil pay- 
ment, as will be seen later. 

It is not unknown for an oil payment to 
become payable only after a specified stage 
of production has been reached, but this 
paper will not treat such payments, except 
somewhat briefly. 


Breeding and Burton state: 


“The characteristic that distinguishes the 
oil payment from an overriding royalty is 
the fact that the oil payment is limited in 
time or amount so that its duration is not 
coextensive with the producing life of the 
property from which it is payable. Pre- 


® Rowen, work cited at footnote 1, at p. 21. 
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sumably because of this difference, the 
Revenue Service has adopted, relative to 
the nature of income derived on assignment 
of a carved-out oil payment, a theory that 
is entirely different from the rules applic-~ 
able in the case of assignment of an over- 
riding royalty.” * 

This paper treats the tax status of royal- 
ties and overriding royalties cursorily, but 
it is generally held that those who create 
o}l payments that, by their nature, likely 
will run for the economic duration of the 
producing property will have their pay- 
ments treated as royalties for tax purposes. 
This is pointed out on page 199 of Oil and 
Gas Federal Income Tax Manual (Seventh 
Edition, 1953), prepared by the natural- 
resources staff of Arthur Andersen & Com- 
pany. The celebrated Supreme Court case 
of Palmer v. Bender, 3 ustc J 1026, 287 U. S. 
551 (1933), held that an assignment of a 
lease with a royalty retained was not a sale 
but a sublease, which holding would often 
be disadvantageous, taxwise, to the as- 
signor, since in such a situation the taxpayer 
could not take advantage of the long-term 
50 per cent capital gain deduction allowed 
under Section 1231 of the 1954 Code. 


Another important aspect of a true pro- 
duction or oil payment was clearly enun- 
ciated in the Supreme Court case of Anderson 
v. Helvering, 40-1 ustc J 9479, 310 U. S. 
404 (1940). The payment must be satisfied 
only out of production. The assignor or 
others cannot be personally liable for pay- 
ment. The holder of the payment must 
expect his money exclusively from the pro- 
ceeds of production from the property in- 
volved, and from no other source. Thus, 
the payment holder is always assuming a 
risk, and oil payment instruments often 
include the words “as, if, and when pro- 
duced” to set this out quite clearly. 


In the above connection, payments from 
oil proceeds often are not true production 
payments. As security for a loan on oil 
property, banks often take a deed of trust 
and receive all or part of the oil proceeds 
to apply on a debt. In such cases, under 
Anderson v. Helvering, the bank owns no 
interest in the property and the oil operator 
reports as taxable income all of the oil 
proceeds. 


A production payment may be created or 
carved out of working interest, a royalty, 
an overriding royalty, another production 
payment or from any form of ownership of 
oil property. 


3’ Breeding & Burton, Taxation of Oil and Gas 
Income, Prentice-Hall, 1954, pp. 62, 63. 
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Uses and Types of Production Payments 


Production payments may well be con- 
sidered from the standpoints of assignee- 
buyers and assignor-sellers. However, this 
study is mainly concerned with the tax 
position of the assignor-seller because, gen- 
erally, no complex tax problems arise with 
one who purchases a production payment. 
Such person determines his basis (usually 
cost); reports the oil sales as gross income, 
as received or accrued; and deducts there- 
from the greater of cost or statutory per- 
centage depletion. This would be true even 
if a bank actually received the oil sales 
proceeds as security for a loan he has ob- 
tained. Cost depletion would be a return 
of cost each year as the product of cost and 
oil sales proceeds divided by the face amount 
of the payment. For example, in the case 
of a $100,000 payment costing $50,000 with 
proceeds for the tax year of $10,000, cost 
depletion would be $5,000. Percentage de- 
pletion would be 27% per cent of the 
proceeds, or $2,750. 


One may conceive of many uses for pro- 
duction payments. A landowner often leases 
his land for oil for a small amount of cash 
and reserves a production payment—as, if, 
and when, oil is produced. Such may offer 
advantages to both the lessee and the lessor. 
The landowner, in such a case, would re- 
port as income nothing for the payment 
reservation until he begins to receive oil 
proceeds, if he ever does. 


Under the principles of G. C. M. 22730, 
1941-1 CB 214, oil operator A, short of cash, 
might assign an oil payment from his pro- 
ducing lease to driller B in consideration 
for the drilling of a well by B. A would 
have no taxable income on the deal and 
could deduct no drilling expenses. B would 
treat as cost of the payment all expenses of 
drilling. In such case, neither party could 
claim a deduction for intangible drilling 
expenses if B owned no part of the lease. 
If B received some cash on the deal, plus 
an oil payment, under G. C. M. 22332, 
1941-1 CB 228, his drilling costs would be 
allocated between the cash and the fair 
market value of the oil payment—his costs 
allocated to the cash being deductible busi- 
ness expense offset by the cash received as 
income and his costs allocated to the oil 
payment being capitalized as his cost of 
the payment. 


Of late years, however, with higher tax 
rates, an increasing use of production pay- 


*‘G. W. Welsch, “Acquiring Properties 
Through Oil Payments and Related Methods,”’ 
32 TAXES 494 (June, 1954). 
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ments has come into the picture in connec- 
tion with financing of the purchase of oil 
properties. This problem of financing may 
involve a development program by an 
operator; it may involve the purchase of an 
oil property where the purchaser is unable 
to pay all cash or does not desire to do so; 
or it may involve the seller who prefers not 
to receive all cash for his property. G. W. 
Welsch states: 


“However, today, more than ever the oil 
industry has established itself as an ex- 
cellent credit risk. Bankers and investors, 
who know that modern scientific methods 
are used to estimate potential recovery from 
specific properties, and that advanced tech- 
niques assure maximum recoveries, welcome 
a self liquidating loan to a competent op- 
erator on producing properties.” ‘ 


Production payment loans, unless reck- 
lessly made, are self-liquidating. 


This study primarily concerns tax aspects 
of production payments created as assist- 
ance in financing, selling or buying properties. 

There are two principal types of produc- 
tion payments, with variations in each type. 
These two are the “reserved payment” and 
the “carved-out payment.” 


The reserved production payment arises 
where the owner of the property or prop- 
erties assigns his interest in the leasehold, 
often called the working interest, and re- 
serves for himself a production payment in 
a definite, ascertainable amount to be paid 
exclusively out of a stated fraction of the 
oil proceeds or oil production. As previ- 
ously outlined, such would not be a true 
production payment if the assignee is per- 
sonally liable for the stated amount or if 
the stated amount would be payable in any 
way other than from oil production. Most 
commonly, the production payment relates 
to the same property as that assigned. 
Variations from this practice will be treated 
later herein. Sometimes, the assignor does 
not sell all his working interest. Further, 
he may retain a permanent interest in the 
form of an overriding royalty, as well as 
reserve a production payment. The tax con- 
sequences, in the latter case, are different 
from the case where he divests himself of 
all permanent interest in the property as- 
signed, bearing in mind that for tax pur- 
poses a true production payment is not a 
permanent interest. A reserved production 
payment may also arise in the assignment 
by an owner of any type of oil interest, such 
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as a royalty, working interest, overriding 
royalty or larger production payment, but 
more often it would arise from a lease 
working interest. 


A carved-out production payment repre- 
sents a case where the owner of any larger 
economic interest in oil property assigns 
only a production payment out of such 
interest, retaining his primary property. A 
production payment may be carved out of 
a working interest, royalty, overriding royalty 
or larger production payment. The now- 
famous case of John D. Hawn, CCH Dec. 
20,725, 23 TC 516, was a case of a taxpayer 
who owned production payments totaling, 
originally, $1 million and who carved out 
and sold from his payment a smaller pro- 
duction payment in the amount of $120,000. 
Most commonly, however, in the case of 
financing problems, a production payment 
is carved out of a lease working interest. 


There are two principal types of carved- 
out payments, relative to use made of the 
sales price, which will be discussed later. 
In one type the sales-price proceeds are 
pledged and used for development of the oil 
property from which they are carved. In the 
other type the sales-price proceeds are not 
so pledged or used. 


Each of the above-described types of 
payments has its own special use in the oil 
industry. Each involves peculiar and dif- 
ferent tax problems. 


Reserved Production Payments 


A few writers refer to reserved payments 
as retained payments, which seems good 
terminology since the payment represents 
something already owned and retained in 
the case of transfer of other oil rights. 


An original lessor or grantor often grants 
a nonproductive lease to another party for 
cash and retains or reserves in the deal a 
production payment, as well as maintaining 
his usual royalty, or a lessee may assign 
his lease, reserving both a production pay- 
ment and an overriding royalty. In both 
cases, above, under Palmer v. Bender, cited 
above, the transaction is not considered a 
sale but a sublease, since the owner re- 
tained a permanent interest in the form of 
a royalty, if production results. The cash 
is considered in the nature of advance 
royalty, and is termed a “bonus,” under 
Burnet v. Harmel, 3 ustc [ 990, 287 U. S. 
103 (1932). Under Choate v. Commissioner, 


* Kenneth G. Miller, Oil and Gas Federal In- 
come Taxation (2d Ed., 1951) (Chicago, Com- 
merce Clearing House, Inc.), p. 203. 
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45-1 uste $9153, 324 U. S. 1 (1945), the 
recipient of the cash is allowed at least 
27% per cent of statutory depletion on the 
cash, as well as statutory depletion on the 
oil proceeds of the retained royalty and oil 
payment, as, if, and when, production be- 
gins. Also see G. C. M. 27322, 1952-2 CB 
62, and G. C. M. 22730, 1941-1 CB 214, and 
G. C. M. 24849, 1946-1 CB 66, as to the 
above. In Hogan v, Commissioner, 44-1 ustc 
99217, 141 F. (2d) 92 (1944), the Fifth 
Circuit stated: 


“But where the granting clause conveys 
all of the rights of the assignor and is 
qualified by other parts, parts for instance, 
reserving in the assignor an overriding 
royalty, the assignment, for income tax pur- 
poses, partakes of the nature of a sublease 
rather than a sale and is of the character of 
transaction with respect to which relief is 
granted in the act by the allowance of 
depletions.” 


Kenneth G. Miller said: “If a taxpayer 
conveys a lease for cash and retains an 
overriding royalty and an oil payment, the 
transaction is a sublease.” * 


The law and the regulations appear clear as 
to the above principles, which in general ap- 
ply to producing and nonproducing properties. 


The grantor or assignor, in the above 
cases, cannot offset his cost of the mineral 
interest sold against the cash received but, 
under G. C. M. 22730, 1941-1 CB 214, car- 
ries this cost over to become the cost of 
the retained permanent interest, but the 
depletion claimed against the bonus would 
be deducted therefrom to reduce his basis. 
Of course, if the property were producing, 
he would be allowed to deduct his basis 
of the depreciable equipment from the cash 
received. 


Thus, any individual taxpayer who as- 
signs a lease, retaining a royalty, is de- 
prived of the advantages of the 50 per cent 
long-term capital gain deduction relative to 
the profit, if the property is held over six 
months, because he has not made a sale 
under the above-stated authorities. He is 
not, however, denied this advantage if he 
retains only an oil payment, unless it is 
evident that such payment is of such 
long-time duration that it is in reality a 
royalty, since he has then made a sale, as 
required to enjoy the long-term capital 
gain deduction. See Commissioner v. Flem- 
ing, 36-1 ustc J 9165, 82 F. (2d) 324. 
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Columbia Oil & Gas Company v. Commis- 
sioner, 41-l ustc § 9333, 118 F. (2d) 459, is a 
case in direct point relative to holding that a 
lease assignment retaining a production pay- 
ment, without a royalty, is a sale. It would, 
therefore, fall within the capital-asset provi- 
sions of the Code, unless the taxpayer were 
primarily in the business of trading in leases. 


Most individual taxpayers, of course, want 
to come within the capital-asset provisions 
of the Internal Revenue Code since in such 
cases, if the property has been held over 
six months, the profit is cut in half and 
the tax limited thereon to 50 per cent of 
the half. Corporations enjoy a somewhat 
similar advantage. 


It should be noted that, under the Su- 
preme Court case of Thomas v. Perkins, 
37-2 ustc 9315, 301 U. S. 655, the owner 
of each economic interest in oil property 
receiving oil income therefrom reports his 
share of the income and is entitled to his 
share of the depletion. The owner of an oil 
payment generaily reports his income from 
the sale of oil as, if, and when, received 
or accrued, there being possible rare ex- 
ceptions, to be noted later. 


The principles above set out were liti- 
gated for some years and constituted puz- 
zling phenomena, but they are well-settled 
points at present. 


If held over six months and not held for 
sale to customers in the ordinary course of 
business, it seems clear, under I. T. 3693, 
1944 CB 272, and Rev. Rul. 55-526, 1955-2 
CB 574, that any undivided interest in oil 
property, leasehold, royalty, overriding royalty 
or reserved production payment would qualify 
either as an investment under Section 1221 
or as real property used in the trade or 
business under Section 1231 of the 1954 
Internal Revenue Code, and thus the tax- 
payer would enjoy the advantages of the 
long-term capital gain deduction so often 
sought after if he sold any such property and 
did not retain a permanent interest in the 
form of a royalty relative to the particular 
interest that he sold. He could, of course, 
sell only part of any interest he owned, and 
enjoy such advantages. However, the carving- 
out of a production payment from a larger 
interest and sale thereof is now the subject 
of litigation and presents a doubtful question. 


The staff of the Natural Resources Divi- 


sion of Arthur Andersen & Company gives 
an example of oil operator B, who sold all 


of his interests, retaining an oil payment of 
$950,000. Subsequently, he sold such oil 
payment for $750,000, and the staff com- 
ments further: 


“Since the assignment of the oil payment 
by B constitutes his entire depletable inter- 
est in the property, the $750,000 received by 
B from the assignment will be treated as 
proceeds received from the sale of a capital 
asset. This transaction differs from the as- 
signment of a carved-out oil payment.” * 


It is possible to infer from the above that, 
even if not entirely logical, the owner of a 
reserved production payment probably must 
sell his entire payment to be sure of falling 
within the capital gain provisions, for other- 
wise he might fall within the doubtful 
category of the carved-out payment status 
to be discussed later. The writer was not 
discussing a partial sale of the payment. 
But it appears practically certain that the 
assignment of an entire half interest of such 
retained payment would not constitute a 
carving-out process under the various rul- 
ings. Such an assignment would not repre- 
sent the usual carved-out acceleration of 
earnings, would be unlike the usual carved- 
out payment situation and, as in the case of 
a lease or royalty, it would seem logical 
that if the whole property were a capital 
asset, an undivided fraction thereof would 
also qualify. No cases on this exact point 
are discernible. But in this connection, 
Breeding and Burton point out: 


“The listed transaction involves a “vertical 
cut” oil payment. The term means that the 
interest assigned will pay out simultane- 
ously with the property retained, and it 
constitutes a sale because it is not carved 
out of a longer-lived interest. A ‘hori- 
zontal cut’ oil payment refers to the assign- 
ment of the front end of an oil payment, 
such as the first $50,000 out of % of % of 
production, carved out of a payment of 
the first $100,000 out of % of %. In such 
case the assigned payment will pay out be- 
fore the retained interest, and the considera- 
tion received is therefore considered to 
represent an anticipation of future income.” ' 


The theory of anticipation of future in- 
come will be treated in the chapter relative 
to carved-out payments. 

Breeding and Burton base their idea, 
quoted above, primarily upon the Internal 
Revenue Service ruling I. T. 4003, 1950-1 
CB 10, which includes the statement: 





® Natural Resources Staff, Arthur Andersen & 
Company, Oil and Gas Federal Income Tax 
Manual (7th Ed., 1953) (Arthur Andersen & 
Company), p. 137. 
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“It is, therefore, the present position of 
the bureau that the assignment of any in-oil 
payment right (not pledged for develop- 
ment), which extends over a period less 
than the life of the depletable property 
interest from which it is carved, is essen- 
tially the assignment of expected income 
from such property interest. 


It may safely be reasoned from the above, 
therefore, that the assignment of a “vertical 
cut” oil payment from an oil payment, which 
would extend over the life of the original 
oil payment, would be considered to be a 
sale and not an assignment of future income 
and that such assignor-taxpayer could ex- 
pect to gain the benefits of capital-asset 
Status. 


Relative to the case of an assignor of a 
lease reserving both a production payment 
and a royalty or overriding royalty, there 
has been some doubt as to whether, for 
tax purposes, the payment and the royalty 
would be considered as one or two separate 
properties and as to whether or not the 
separate sale of the oil payment later would 
be considered as carved out of a larger 
property, one theory being that the assignor 
retained a royalty to include the payment 
until paid out and then a stepped-down 
royalty. A case in point, R. B. Cowden, 
CCH Dec. 21,018(M), 14 TCM 475, was 
decided by the Tax Court in May, 1955, and 
appealed by the government, but the appeal 
was withdrawn in March, 1956. 


In the Cowden case, in 1946, the taxpayers 
executed an oil and gas lease and reserved 
certain royalties and also an oil payment of 
$480,000 out of one eighth of seven eighths 
of the oil produced. In 1951, after the 
payment was reduced to $152,300 by pro- 
duction, they sold the entire oil payment for 
$129,455, still retaining the royalty. The 
Internal Revenue Service held that the 
royalty and the oil payment constituted one 
property and that the sale of the payment 
was a cCarving-out process giving rise to 
ordinary income. The Tax Court held that 
the gain was attributable to the sale of a 
capital asset. It is unknown as to whether 
or not this point is now settled permanently, 
but abandonment of appeal seems significant. 


In this discussion of reserved payments, it 
has been pointed out that an assignor of a 
lease in reserving a royalty or overriding roy- 
alty has made a sublease, not a sale, and that 
any cash he receives is a bonus and con- 
sidered as advance royalty. Under the case 
of Herring v. Commissioner, 35-1 vustc 
79012, 293 U. S. 322, as well as other 
cases, it is clearly established that he may 
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deduct statutory percentage depletion of 
27% per cent from such bonus in the year 
he receives it, even if no production results 
in such year. He thus reduces his basis 
or cost, if any, of the royalty reserved. If 
the lease is subsequently terminated with- 
out production, the assignor or lessor must 
restore to income, in the year of termina- 
tion, the depletion that he deducted, under 
United States Treasury Regulations 118, 
Section 39.23(m)-10(c), and G. C. M. 14448, 
XIV-1 CB 98. If there has been produc- 
tion, however small, he need not restore 
such depletion to income. The above re- 
marks also relate to the case where both a 
royalty and an oil payment were reserved. 


In executing a lease, a lessor or assignor 
—if he has any cost of minerals in the 
property, whether producing or nonproducing 
—must apportion his cost investment in the 
depletable property when computing his 
gain on a sale (not a sublease) on the basis 
of relative fair market values as between 
the portion sold and the portion retained. 
For example, consider an assignor with a 
cost of $10,000 of a nonproducing lease- 
hold who sold the lease for $25,000 cash, 
reserving an oil payment of $50,000. As- 
suming the oil payment to be worth $25,000 
at the sale date, he would transfer $5,000 
over as his oil-payment cost and consider 
his cost of the portion sold as $5,000 to be 
applied against the $25,000 cash to com- 
pute gain. This point was settled in Columbia 
Oil & Gas Company v. Commissioner, cited 
above. The principle is applicable to sales 
of any type of mineral interest where a reser- 
vation is involved. If he makes a sublease 
retaining a permanent interest, all his cost is 
transferred over to become the cost of the 
interest or interests retained. If both a 
royalty and an oil payment were retained, 
the cost would be spread ratably as to fair 
values. 


Special Points as to Reservations 
from Producing Leases 


The sale of producing leases with oil- 
payment reservations sometimes involves 
interesting situations. 


Suppose that A owns a producing lease 
with a cost basis to him of depreciable 
equipment of $100,000 and a cost basis in 
his depletable leasehold oil rights of $50,000. 
He sells the lease to B for $200,000 in cash 
and reserves a production payment of 
$500,000 payable, as, if, and when, produced, 
out of one half of seven eighths of the oil. 
What is his taxable gain? He has divested 
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himself of all depreciable equipment, as well 
as part of his oil rights. In such a case, 
the agreement should contain some price 
for such equipment. If it does not, as often 
occurs, he would, under the case of Thomas 
v. Peckham Oil Company, 40-2 ustc { 9793, 
115 F. (2d) 685, normally consider no gain 
or loss on the equipment sold. There re- 
mains the problem of the remaining cash 
of $100,000, which is considered to be the 
price of the oil rights that he sold. Assum- 
ing the fair value of the oil payment re- 
served to be $300,000, A would allocate his 
basis of oil rights to the part sold and the 
part retained in proportion to the values of 
each; in this case, $12,500 would be allo- 
cated to the sale and $37,500 would be 
transferred to the cost basis of his oil 
payment. Thus, his taxable gain would be 
$87,500 on the deal. B should divide his 
$200,000 cash payment between depreciable 
equipment and depletable leasehold cost in 
the ratio of their respective fair values, 
under Grain King Manufacturing Company, 
CCH Dec. 4681, 14 BTA 793, in the absence 
of any separation in the contract. He need 
not necessarily divide this in the same way 
as the seller. Preferably, such contracts 
should specify the division. 


A more difficult case would arise where 
A owns a producing lease with a cost basis 
of depreciable equipment of $100,000 and a 
depletable leasehold basis of $50,000 and 
where he sells the lease to B for $50,000 in 
cash and a $650,000 oil-payment reservation. 
Where does A stand taxwise? He might 
find this type of sale easier to make than the 
one in the situation in the paragraph above, 
might have confidence his oil payment will 
pay out and might prefer to have no tax- 
able profit on the deal at all in the sale 
year. In the January, 1956 issue of the Oil 
and Gas Tax Quarterly, Leland Fiske, chief 
oil and gas engineer with the Internal Rev- 
enue Service, Dallas region, and widely 
known tax authority, writes: 


“When an operator transfers a lease and 
retains an overriding royalty or a net profits 
interest for the life of the property he has 
made a sublease. Any cash he receives is 
applied first to reduce his equipment cost; 
the balance is a bonus subject to depletion. 
If the equipment cost exceeds the cash, 
the excess becomes a cost of the retained 
royalty.” (V-2 O1l and Gas Tax Quarterly, 
94 published by Matthew Bender & Com- 
pany, Inc., Albany, New York.) 


The above reasoning is fully set out in 
G. C. M. 23623, 1943 CB 313, which reads 
in part: 
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“In cases in which the cash payment is 
less than the depreciated cost of the de- 
preciable equipment passing by assignment, 
the excess of such cost over the cash pay- 
ment represents part of the depletable cost 
of the retained economic interest, or inter- 
ests, in oil and gas in place.” 


Using the above reasoning, A would have 
no taxable gain or loss in the year of the 
sale and would transfer his loss on the 
equipment of $50,000 over to increase his 
cost of the retained oil payment to $100,000. 
However, in 1945, the Supreme Court in 
Choate v. Commissioner, cited above, indi- 
cated a loss might be allowed in such a 
situation, although there is considerable 
doubt as to whether the comment in that 
case applies exactly to this point. A trans- 
feror, in such a situation, would do well 
to stipulate in the contract his exact price 
for the equipment; to sustain a taxable loss 
he might be required to demonstrate the 
actual value of the equipment. In 1955, the 
official ruling, Rev. Rul. 55-35, 1955-1 CB 
286, treated this question again and held to 
the position of G. C. M. 23623. 


An operator might sell a lease and re- 
tain an oil payment to commence at some 
later date. Under authority of the Tax Court 
case of Clayton W. Williams, CCH Dec. 
8690-C, affirmed by the Fifth Circuit Court 
of Appeals, this would still be a sale and 
not a sublease. But care should be taken 
that the oil payment does not appear to 
represent an interest that will last the life 
of the lease. 


In the above connection—writing in Oil 
and Gas Taxes Service, Prentice-Hall, 1956, 
paragraph 9311—Breeding and Burton, in 
commenting on new matters affecting their 
bound volume, Taxation of Oil and Gas 
Income, cited at footnote 3, point out: 


“The Revenue Service has acknowledged 
in private rulings that the possible classifi- 
cation of an oil payment as an overriding 
royalty because its life may be coextensive 
with the life of the property out of which 
it is payable can be successfully avoided by 
putting a “floor” on the oil payment which 
would make it impossible for the economic 
interest to extend over the life of the 
property.” 


Such “floor” may be established by pro- 
viding that the oil payment would cease 
when production declined to a_ specified 
amount of barrels per month, or in some 
other similar way. 


Occasionally, an operator buys a lease 
and earlier or later acquires part of the 
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royalty. He might sell his lease and retain 
both his royalty and an oil payment. There 
seems little doubt that if two different 
kinds of interest were acquired at different 
times, the Service would treat such inter- 
ests as separate properties under the rul- 
ings in I. T. 3693, 1944 CB 272, G. C. M. 
24094, 1944 CB 250, and the case of Badger 
Oil Company _v. Commissioner, 41-1 ustc 
7 9386, 118 F. (2d) 791 (1941), the sale 
would not be a leasing arrangement as would 
be the case if he reserved an overriding 
royalty, since the lease and royalty were 
not merged. As outlined previously, how- 
ever, there is some confusion relative to the 
classification of the oil payment and royalty 
as one or two separate properties, but since 
the two properties left after the sale were 
not acquired simultaneously, the Badger 
Oil Company case would seem controlling. 
Breeding and Burton on page 197 of their 
book, Taxation of Oil and Gas Income, cited 


at footnote 3, write: 


“The Revenue Service unofficially takes 
the position that the simultaneous acquisi- 
tion, or retention, of two kinds of interest 
in a single tract or parcel of land creates 
only one property interest. If two different 
kinds of interest are acquired at different 
times the Revenue Service would treat such 
interests as separate properties. 


An example of a payment out of oil 
which is not considered a true production 
payment, for tax purposes, might be as 
follows: Operator A assigns his lease to 
Operator B for $25,000 cash and $100,000 
payable out of oil production in some speci- 
fied fraction of the oil, secured by a lien 
on the property. Under the case of Anderson 
v. Helvering, cited above, this might more 
properly be called a deferred payment than 
an oil payment, since the $100,000 is not 
entirely contingent upon oil production, is 
a lien against the property, and Operator 
B is personally liable since he signed a 
note in the deal. Operator A would not be 
allowed to deduct depletion on the pay- 
ments he receives on his $100,000. 


Assuming in the above case that Operator 
A has a basis of $30,000 in the lease and 
equipment, that he has owned the property 
for over six months and that the fair value 
of the deferred payment is $75,000, he 
would have a sale. If he elected to report 
all the gain in the year of the sale, his 
profit would be $25,000 plus $75,000 less 
his $30,000 basis, or $70,000, which usually 
would be reduced by 50 per cent under the 
long-term capital gain deduction provisions 
of the 1954 Code. If he elected to report on 
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the installment method under Section 453 
of the 1954 Code, which requires either no 
cash or cash to be received in the first tax- 
able year not to exceed 30 per cent of the 
sales price, he would report his profit in 
each year in proportion to cash received in 
each year, but the selling price would be 
$125,000. In each year he could reduce his 
proportioned profit by the long-term capital 
gain deduction allowed under the law in 
effect in such year. His reportable profit 
for the first year would be $19,000, subject 
to reduction of 50 per cent. Operator A 
would find it desirable, taxwise, to consider 
his particular tax situation carefully in 
choosing his election. Operator B, as owner 
of an economic interest, would report as 
income each year the proceeds of oil under 
the deferred payment and likewise would 
deduct depletion. The fact that his debt to 
A is payable out of oil does not change 
the well-established economic-interest rule 
that the actual owner of such interest re- 
ports the income and deducts depletion. 
From this example, it may be discerned 
that the exact wording of an assignment 
reserving an oil payment is important. 


In connection with previous discussions 
herein of sales and the long-term capital 
gain deduction of 50 per cent, it should 
be pointed out that most oil operators, in 
selling a lease held more than six months, 
fall into the Code Section 1231 category, 
which allows special treatment for the sale 
of property held over six months and used 
in the trade or business, along with other 
types of transactions. If all of the types 
of transactions mentioned in Section 1231, 
handled together, result in a net gain, such 
transactions are considered as long-term 
capital-asset gains and included with other 
long-term capital-asset transactions, such as 
sales of securities. Further, if all long-term 
capital-asset transactions, combined as per 
above, result in a gain, such gain is re- 
duced by any net short-term capital loss 
and is only then subject to reduction by 
the long-term capital gain deduction of 50 
per cent. For most oil operators, a produc- 
ing lease is not a capital asset, but a sale 
is handled as such, under the above rules, 
if the lease was held over six months. The 
gain on such a transaction would not always 
be subject to the 50 per cent deduction 
because of the necessity for combining with 
other gains and losses from the disposal of 
assets. A full discussion of gains and losses 
from property sales or exchanges is beyond 
the scope of this study. The timing of a 
sale and consideration of other income and 
other transactions within a taxable year are 
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important items for the oil operator in his 
tax planning. 

A case may arise where Operator A as- 
signs his lease to Operator B for $5,000 
cash and a reservation out of oil produc- 
tion of $25,000 on the same property plus 
a production payment of $25,000 on an 
adjoining property already owned by Op- 
erator B. Actually, the two oil payments 
might read as one payment and specify one 
sum payable from the entire two tracts as 
a unit. Assume that A has a cost lease- 
hold basis of zero with equipment basis of 
$4,000 and that the fair value of the pro- 
duction payment on the same property is 
$15,000 and on the adjoining property is 
$20,000. 

As previously outlined, if A retains an 
overriding royalty, the transaction is not a 
sale. In the above case, it is clearly a sale, 
involving in part an exchange of working 
interest for a production payment as to that 
payment involving the adjoining lease. A 
full treatment of property exchanges is be- 
yond the purview of this paper, but Code 
Section 1031 in general classifies exchanges 
of like kind properties as nontaxable. The 
question of whether or not lease-working 
interests and oil payments are like kind 
properties has never been entirely clarified 
or settled. It has been held that the follow- 
producing 


ing are like kind exchanges: 
leases for producing leases (E. C. Laster, 
2-1 ustce § 9425, 128 F. (2d) 4); city lot 


for minerals (Kate J. Crichton, 41-2 ustc 
{ 9638, 122 F. (2d) 181); ranch land for lease 
(I, T. 4093, 1952-2 CB 130). I. T. 4093 
made an exception as to oil payments, this 
being a Service ruling. But, according to 
Floyd K. Haskell, writing in Oil and Gas 
Taxes Service, Prentice-Hall, 1956, at page 
1074: 

“However the Revenue Service continues 
to insist that where an oil interest (not a 
continuing interest) is exchanged for a con- 
tinuing oil interest or the fee of other real 
estate, the exchange does not involve like 
properties, and is taxable.” 

The Revenue Service, in issuing a 1952 
ruling, I. T. 4093, has been supported in 
this view by at least four Tax Court cases, 
namely, Midfield Oil Company, CCH Dec. 
10,727, 39 BTA 1154; John Vaccaro, CCH 
Dec. 13,516(M), 2 TCM 8201; Kay Kimbell, 
CCH Dec. 11,077, 41 BTA 940; Bandini 
Petroleum Company, CCH Dec. 18,608(M), 
10 TCM 999. The Service and the Tax 
Court view a property of indefinite dura- 
tion, such as an oil and gas lease, as unlike 
the limited-duration status of an oil pay- 
ment. The Fifth Circuit Court of Appeals 
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later, in Fleming v. Campbell, 53-2 ustc 
§ 9469, 205 F. (2d) 549, in June, 1953, re- 
jected the above viewpoint in a case in- 
volving the exchange of a mineral fee for 
an oil payment and found that the interests 
were of like kind. In 1955, the Tax Court, 
in William Fleming, CCH Dec. 21,166, 24 
TC 818, again held to its viewpoint in a 
case involving the exchange of oil pay- 
ments for land. 


Thus, the statute of an exchange involv- 
ing oil payments is presently uncertain, but 
the Service appears to be holding to its 
position. Only the Supreme Court or Con- 
gress, apparently, will be able to achieve 
federal uniformity on this problem. State 
laws are involved in this question. The 
Fifth Circuit, in Fleming v. Campbell, pointed 
out that in Texas an oil payment is an 
interest in land, similar to leasehold inter- 
ests and other real-property interests. 


If the Revenue Service position is correct, 
under the case of Columbia Oil & Gas Com- 
pany v. Commissioner, cited above, it appears 
that A would treat the oil-payment matter, 
even if stated as one payment covering the 
two tracts, as being composed of two parts 
—one part merely a reservation out of his 
lease and the other part, on the adjoining 
tract, an assignment to him as consideration 
in the deal, in addition to the $5,000 cash. 
A, it appears, would have a taxable gain of 
$5,000 cash plus $20,000 fair value of the 
payment on the adjoining property less his 
equipment basis of $4,000, since in taxable 
exchanges the sale price in general is the 
cash received, if any, plus the fair mark:t 
value of any other property received. 


The above difficulty could be avoided if 
A and B, by some kind of nontaxable bona- 
fide trading or exchange arrangement, could 
pool or unify their leases into one property, 
with each having an interest in it. Subse- 
quently, A could assign his particular in- 
terest in the entire property and reserve an 
oil payment payable out of the entire prop- 
erty. In such a case, the taxable profit to 
A would be only $1,000, if he were paid 
$5,000 in cash. However, a true reservation 
cannot be payable out of any greater frac- 
tion than the interest assigned, which rule 
is clearly established. 


It should be mentioned that the Internal 
Revenue Service, in 1955, in Rev. Rul. 
55-749, held that the exchange of perpetual 
water rights for a fee interest in land con- 
stitutes a nontaxable exchange of property 
of like kind within the meaning of Section 
1031 of the 1954 Code. The reasoning of 
the Service in that ruling, which would 


187 





appear to apply to its position as to an 
exchange of an oil payment for a lease, 
reads: “In the instant case, the fact that the 
two varieties of property, namely water 
rights and land, may be legally classified 
as real property does not of itself signify 
that the two are property of like nature or 
character within the meaning of section 
1031(a) of the Code. If there be substan- 
tial difference in the rights created in and 
to the respective properties, then the prop- 
erties are not of like kind. See Wm. 
Fleming . . . et al. v. Commissioner [CCH 
Dec. 21, 166], 24 T. C. No. 93.” 


Thus, the Service rejects the reasoning of 
the Fifth Circuit that state law as to real 
property is controlling in such instances, 
and holds that an oil payment is a type of 
property inherently unlike a lease or royalty. 
This appears to be another conflict as 
between state and federal law. 


The above example brings up the ques- 
tion of single oil payments v. multiple oil 
payments. Operator A might sell his pro- 
ducing lease to B for a cash consideration 
and retain two oil payments as follows: 
(1) $100,000 payable out of one fourth of 
the oil runs attributable to the property 
assigned and (2) $200,000 payable out of 
one fourth of the oil runs attributable to the 
property assigned but not to begin until 
the first oil payment has been liquidated. 
In this manner A might get a higher price 
for his property. Later, A sells his $100,000 
oil payment. Assuming other requirements 
are met, can A report this transaction as a 
sale subject to a capital gains tax rate? 


In commenting on such a situation, in 
October, 1954, Kenneth G. Miller said: 


“There appear to be no cases or rulings 
squarely in point. Since both oil 
ments are retained simultaneously from the 
working interest upon which they are a 
burden, their separateness may not be con- 
sidered to have been so established by language 
employed in an instrument of conveyance. 
Therefore, retention of two oil payments 
from the working interest would probably 
be viewed as the retention of only one 
property. In all probability A’s sale of the 
so-called first oil payment will be viewed 
by the Internal Revenue Service as an 
assignment of anticipated production in- 
come, carved from his single oil payment. 
So viewed, the cash consideration received 
therefor would be considered depletable in- 
come, not subject to capital gains treatment.” * 


*’ Kenneth G. Miller, editor, ‘‘Question and 
Answer Forum,’ IV-1 Oil and Gas Tax Quar- 
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Carved-out oil payments will be examined 
in a later chapter. 


On page 151 of the April, 1955 issue of 
Oil and Gas Tax Quarterly, Miller again 
expresses the above viewpoint. It has been 
pointed out that the Service unofficially takes 
the position that the simultaneous acquisition, 
or retention, of two kinds of interest in a single 
tract or parcel of land creates only one 
property interest. 


In a 1941 ruling, G. C. M. 22332, 1941-1 
CB 228, the Bureau of Internal Revenue 
held that the simultaneous acquisition of 
an oil payment and a working interest under 
the same tract resulted in the acquisition of 
separate properties. Later, in 1946, in Herndon 
Drilling Company, CCH Dec. 15,061, 6 TC 
628, the Bureau in a similar situation 
argued that a single property was acquired, 
but the Tax Court held for separate prop- 
erties. Thus, an inconsistency developed, 
but not directly relating to separation of oil 
payments. 


In an earlier 1941 ruling, G. C. M. 22106, 
1941-1 CB 245, it was held, in discussing 
separate properties: 


“If a taxpayer holds several interests in 
the tract or parcel, each interest is a 
‘property’. Accordingly, each such interest 
must be treated as a separate ‘property’ for 
income tax purposes.” 


Section 614, Internal Revenue Code of 
1954, attempts to clarify this entire matter; 
it reads: 


“For the purpose of computing the deple- 
tion allowance in the case of mines, wells, 
and other natural deposits, the term ‘property’ 
means each separate interest owned by the 
taxpayer in each mineral deposit in each sepa- 
rate tract or parcel of land.” 


Section 614 allows aggregation of two or 
more operating interests and the aggre- 
gation of two or more nonoperating interests 
under certain circumstances, which aggre- 
gation sometimes would be advantageous 
to a taxpayer. 


In the case of A, above, retaining in his 
conveyance two separate oil payments, the 
issue does not yet appear to be settled 
by the 1954 Code. If A desires to convert 
part of his oil-payment rights into cash, to 
avoid possible litigation, he should divest 
himself of an undivided interest in both oil 


payments, this mode of transfer being 


terly, 30-31 published by Matthew Bender & 
Company, Inc., Albany, New York. 
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generally referred to as a vertical slicing 
—-that is, divesting himself of an interest 
in the two payments for their entire life 
—as opposed to a horizontal slicing or carv- 
ing out, wherein the carved slice does not 
extend over the life of the property from 
which it is carved. As previously pointed 
out, a vertical slicing would qualify for 
capital gains treatment, provided other factors 
fitted such treatment. A taxpayer in such 
a situation would find it advisable to request 
an advance special ruling. 


The retention of an oil payment is simply 
a reservation of part of the oil and gas 
originally acquired with the lease. Con- 
sequently, it is well established that A’s 
holding period to determine capital-asset 
qualification starts at the time he acquires 
the lease rather than at the time of creation 
of the oil payment. 


Suppose in the situation under consider- 
ation, A sells the delayed oil payment 
reserved in the amount of $200,000 instead 
of the front-end payment of $100,000. He 
has carved out the back end of his rights, 
which extend until all his rights are entirely 
extinguished. Nevertheless, he has, in one 
sense of the word, carved out a horizontal 
interest, provided the Service disregards 
the instrument and views his two payments 
as one property. A conveyance instrument 
may not alter the facts, and the Revenue 
Service examines into the facts. 


In the above connection, Breeding and 
Burton, in commenting on new developments 
affecting their bound volume—Ta-zation of 
Oil and Gas Income, cited at footnote 3—at 
paragraph 9323 of Oil and Gas Taxes Serv- 
ice, Prentice-Hall, 1956, state: 


“The Revenue Service has indicated in 
informal discussions that the assignment of 
the back end of an oil payment would con- 
stitute a sale and not anticipation of income, 
as is the case when the front end of a 
horizontal cut oil payment is assigned.” 


Jim Patterson, attorney, in paragraph 
1004 of the same reporter, gives an example 
in point agreeing with the principle, 


No court cases or official rulings on the 
question are apparent, but the viewpoint 
seems reasonable. 


It should be understood that an operator 
can always secure capital gains advantage 
by assigning a vertical cut. For example, 
A could do so by assigning exactly one 
half of his oil-payment rights or any other 
fraction of his rights that extend for the 
entire economic life of such rights. 
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Another hypothetical case would arise if 
Operator A desired to sell two or more 
leases and retain two or more oil payments. 
His tax planning might call for selling part 
of his retained rights in a year or so. It is 
a safe and common practice to make such 
oil payments payable out of any and all the 
properties assigned. In line with the mat- 
ters outlined above, however, the Service 
might conclude that the oil-payment rights 
thus reserved would constitute one prop- 
erty. In order to avoid such a likelihood of 
not reaping capital gain enjoyment, Operator 
A could make each oil payment payable out 
of one lease; he could sell a vertical cut 
payment—a fraction of all his oil rights 
reserved; or, under the theory of the back 
end of the payment, he could sell all his 
interest in the delayed payment. If he 
retains separate oil payments for each 
lease, under Section 614 of the 1954 Code 
and G. C. M. 24849, 1946-1 CB 66, there 
can be no doubt but that he has retained 
separate properties and that the carved-out 
theory of anticipated future income would 
not apply on the sale of any one of such 
payments. 

Special situations, often called “A-B-C 
transactions,” have come into wide use the 
past few years and will be treated separately 
because of their importance. 


**A-B-C”’ and Similar Transactions 


A very striking example of an “A-B-C 
transaction” was accomplished in June, 1956, 
when the Atlantic Refining Company com- 
pleted acquisition of the oil properties of the 


Houston Oil Company of Texas. Among 
the assets acquired were 473 oil wells and 
877,000 acres of nonproducing mineral prop- 
erties. About 25,000 deeds containing over 
2,000,000 pages were prepared. 


Atlantic paid Houston approximately 
$73,500,000 cash. Houston retained two 
production payments totaling $125 million 
in the deal, payable out of a total of 85 per 
cent of the present oil and gas production 
of the properties but not payable from any 
new production developed by Atlantic on 
the nonproducing properties acquired. 


It appears that several intermediate com- 
panies, immediately after Atlantic paid the 
$73,500,000 cash, purchased and paid for 
Houston’s reserved oil payment of $125 
million. In order to pay this amount to 
Houston, such companies pledged the pay- 
ments to the Chase National Bank and 
several other large investors as security for 
a loan. 
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Thus, from press releases, it appears that 
Atlantic will have the working interests, 
subject to 85 per cent of production payable 
to the lenders. Atlantic estimated it would 
probably require about ten years for the 
production payments to be liquidated. At- 
lantic emphasized that the production pay- 
ment is not its financial obligation, but 
payable solely out of oil as, if, and when, 
produced. 


Atlantic received a tax ruling in May, 
1956, after the deal was held up for some 
time, from the Internal Revenue Service 
to the effect that if the 15 per cent working- 
interest production retained by Atlantic is 
sufficient to cover operating costs, all such 
costs can be deducted as expenses, which 
would be a normal procedure. This ruling 
appears in CCH Sranparp FeperaAL Tax 
Reports (1956 Edition), § 6608. It makes it 
clear that Atlantic may deduct future drilling 
expenses on the properties. Atlantic will, 
of course, receive all the oil production after 
the $125 million payment is completed. The 
deal was reported to be the largest oil sale 
ever accomplished with oil payments. 


This sale was described in the May 7, 
1956 and June 11, 1956 issues of The Oil 
and Gas Journal and also published in the 
Wall Street Journal of June 7, 1956, South- 
western Edition. 


The above example is somewhat typical 
of a type of transaction that has come to 
be known as an A-B-C transaction. It ap- 
pears that Houston Oil Company had owned 
all the properties over six months and can 
report the sale as one transaction as a long- 
term capital gain, with the attendant ad- 
vantages. 


Explanation of Usual Type 
of A-B-C Transactions 


All taxpayers are interested in the pos- 
sibility of treating profit as long-term capital 
gain. This is a natural state of affairs, since 
individual tax rates may be as high as 91 
per cent on the upper portions of ordinary 
profits, and corporate rates may be as high 
as about 80 per cent, whereas the tax on the 
excess of net long-term capital gains over 
net short-term capital losses cannot exceed 
25 per cent on such combined profit. 


As mentioned above, the property must be 
held over six months to qualify as a long- 
term capital asset. Similar laws have been 
in effect for many years to encourage the 
sale of properties since, otherwise, few tax- 
payers could afford to sell their holdings, 
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and it is probable that the government has 
gained revenue by such encouragement. 


An A-B-C transaction may have several 
variations, but perhaps the most common 
type arises where Operator A, owning cer- 
tain producing properties over six months, 
wishes to sell—let it be assumed—for $1 
million and to receive all his money in cash. 
Operator B is interested, but does not care 
to invest over $400,000 in cash. A assigns 
the working interest to B for $400,000 and 
reserves a production payment in the sum 
of $610,000 plus monthly interest on the un- 
paid balance of 5 per cent, payable out of 
oil exclusively in the amount of 80 per cent 
of the oil produced. A, simultaneously or 
immediately after his assignment to B, as- 
signs his reserved oil payment to investor 
C for $600,000, and thus realizes in cash his 
$1 million. Investor C, over the life of the 
payment, makes a profit of $10,000. Com- 
monly, C pledges the oil payment by a deed 
of trust to a lending institution, D, which 
receives the oil proceeds to apply against 
the loan C obtains from the lending institu- 
tion, C signing a note and being personally 
liable if the payment fails to pay out. The 
lender receives the 5 per cent interest. 


Usually, such a transaction is arranged 
in all its ramifications in advance and all 
the papers are signed simultaneously. The 
lender has usually satisfied itself about the 
property as security, investor C is available, 
and all parties are in agreement. The bank 
is interested in the security for the loan 
to C. Investor C is concerned with his 
profit and as to how long his production 
payment will require for liquidation. Usually, 
both the bank and C want to examine re- 
ports by geologists or petroleum engineers. 
B has become convinced that he has made 
a good buy. A is out of the picture, with 
all cash and no liability of any kind, and 
may report the transaction as a long-term 
capital gain, as a general rule. 


The amount of interest involved, if any, 
and the amount of profit, bonus or fee, how- 
ever payable, to investor C are matters of 
negotiation between the parties. The bonus 
to C depends somewhat upon the risk in- 
volved and the probable length of the pay- 
out period. Investor C reports his bonus 
each year as ordinary income in proportion 
to the amount paid during such year ‘on the 
production payment. Technically, he also 
reports the oil income from the payment but 
then deducts cost depletion in the same 
amount. While the bank actually receives 
the oil sales relative to the oil payment from 
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the pipeline purchaser, it reports the interest 
only as income, since these payments are 
simply payments applied to the balance of 
a note signed by C. 


Various types of investors buy oil pay- 
ments, including individuals and charitable 
corporations or trusts. As a rule, banks do 
not themselves buy payments, but take them 
as security for loans. 


As previously discussed herein, A would 
usually find it unsatisfactory to retain an 
overriding royalty because the transaction 
would not then be classed as a sale, the law 
being clear as to its status of a sublease, 
and therefore A could not qualify for the 
long-term capital-asset stattis. See Palmer 
v. Bender, cited above. 


Basically, an A-B-C transaction as out- 
lined is simply the sale for cash of an oil 
and gas lease or leases, but broken into two 
transactions on the part of the seller. The 
rules which have been given apply as to the 
reserved production payment. 


Of course, investor C may not need to 
borrow the money to pay for the production 
payment. Also, the production payment 
might not carry the interest addition. In 
any event, investor C presumably must make 
a profit on buying the payment, for other- 
wise there would be no point in his doing so. 


Uses and Advantages 
of A-B-C Transactions 


A-B-C transactions are now in wide use 
in the oil industry. From an economic 
standpoint, Operator A can generally realize 
a higher price for his property. Sales of 
properties in this manner have been stimulating 
to the oil industry during the past ten years. 
More sales have been made, at higher prices 
and with greater revenue to the federal 
government because of the development of 
this method—there can be little doubt as 
to this statement. Operator B is placed 
in a better position to acquire the property 
because his cash requirements are decreased. 
Often, he can also afford to pay a higher 
price under this method. He may, however, 
be able to deduct very little depletion due 
to the well-known rule that percentage de- 
pletion is 27% per cent of gross income from 
the lease, but limited to 50 per cent of net 
income. Since a great part of the oil sales 
goes to the production payment holder and 
since B, as operator and owner of the work- 
ing interest, is burdened with all the oper- 
ating expenses, he will usually have little, 
if any, net profit until the oil payment is 
paid out. Cost depletion available to him 
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The tax features of 

A-B-C transactions appear to be 
clear and well settled, provided 
certain precautions are observed in - 
the handling and conveyancing 
problems of such transactions. 


will not usually be substantial. Since -he 
owns all the lease equipment, depreciation 
would be available on such equipment. 


Investor C pays taxes only on his profit 
on the production-payment purchase in pro- 
portion to his earnings as measured by the 
pay-out rate. 


In one sense of the word, no one pays 
taxes on the production-payment income. 
The owner, investor C, has a cost invest- 
ment therein which is returned to him as 
the payment pays out. Accordingly, he has 
available cost depletion, and his only taxable 
profit over the life of the production. pay- 
ment is his bonus or fee, however he gets it. 


If the transaction is properly drawn up 
and carried out, A enjoys the advantage of 
a long-term capital gain. 


The loss of percentage depletion to B 
may represent an impact which may not 
always be thought out. Percentage deple- 
tion is available to the owner of any economic 
interest in oil property. Such owner may 
deduct the greater of cost or percentage 
depletion. If B’s property were not bur- 
dened by having the production payment 
outstanding, his gross and net income might 
be such that he would have available a 
deduction for percentage depletion far in 
excess of his cost depletion. 


Tax Factors in A-B-C Transactions 


At the date of writing, there are no 
significant Tax Court cases directly con- 
cerned with A-B-C transactions as such. The 
tax features appear to be clear and well settled, 
provided certain precautions are observed in 
the handling and conveyancing problems of 
such transactions. The varied aspects of 
such precautionary meastires have been the 
subject of considerable thought and discus- 
sion by tax practitioners, but complete 
clarification does not appear to have been 
achieved. 


Relative to A-B-C transactions, the staff 
of the Natural Resources Division of Arthur 
Andersen and Company, on page 199 of its 
Oil and Gas Federal Income Tax Manual 
cited at footnote 6, sets out five rules to follow: 
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“1. All negotiations must be bona fide 
and arm’s length. 


“2. The working interest must be dis- 
posed of prior to or simultaneously with the 
sale of the oil payment. 


“3. The oil payment should not be so 
large in proportion to estimated recoverable 
reserves that it takes on the character of a 
reserved royalty. 


“4. The purchaser of the working interest 
must receive during the payout of the oil 
payment a portion of production sufficient 
to cover all costs of operating the property. 


“5. The oil payment must be a bona fide 
economic interest. In other words, it must 
be payable solely out of proceeds from sale 
of production from the property.” 


As to Rule 1, above, a discussion of what 
constitutes a bona-fide transaction or an 
arm’s-length transaction involves questions 
of fact depending on the merits of each case. 
Section 1239 of the Internal Revenue Code 
disposes of one phase of this question by 
denying capital gain benefits where depre- 
ciable property is transferred, directly or 
indirectly, between husband and wife or 
between an individual and a corporation in 
which he, his spouse, and their minor children 
and minor grandchildren own more than 
80 per cent of the value of the outstanding 
stock. This applies only to depreciable 
property. No mention is made of depletable 
property. The rule also applies to a transfer 
from a corporation to the controlling stock- 
holder. 


J. Waddy Bullion, Dallas attorney, wrote, 
in discussing A-B-C transactions, in his 
paper “Tax Aspects of Production Payment 
Transactions,” presented at the petroleum con- 
ference of the American Institute of Mining, 
Metallurgical, and Petroleum Engineers in 
Dallas, Texas, March 30, 1956, and pub- 
lished in the August, 1956 issue of the 
Journal of Petroleum Technology by the petro- 
leum branch of the institute, at Dallas: 


“The Internal Revenue Service has in- 
formally ruled that the owner of producing 
properties, who sells the working interest in 
such properties subject to a reserved pro- 
duction payment and who also concurrently 
sells such reserved payment to an inde- 
pendent third party, is entitled to capital 
gain treatment on both the proceeds from 
the sale of the working interest and the 
reserved payment. The production 
payment purchasing company must be in- 
dependent of both the seller of the proper- 


* Work cited at footnote 4, at p. 497. 
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ties and the purchaser of the working 
interest.” 


Thus, Mr. Bullion appears to have the 
opinion that all parties must be completely 
independent of each other. 


G. W. Welsch, CPA, of Dallas, Texas, 
points out: 


“Tt does not appear that the Treasury De- 
partment is attacking A-B-C transactions, 
except when B and C are not completely 
independent parties.” ° 


In 1952, Harry C. Weeks, attorney, of 
Fort Worth, Texas, published an article 
entitled “Advantageous Methods of Handling 
the Purchase of Oil and Gas Properties.” 
He discussed an A-B-C transaction, but 
used X for A and Y for B. He wrote: 


“T see nothing wrong with Y aiding X 
in finding a purchaser for the oil payment 
but Y should, in no event, do anything 
equivalent to guaranteeing its payout for, 
if he does, Anderson v. Helvering may be 
used to treat him essentially as a borrower. 
How close a relationship can with safety 
exist between Y and the individual or cor- 
poration who purchases the oil payment 
from X is an unsettled question, but for 
those who are tempted to apply existing 
statutory provisions literally, I can only sug- 
gest a rereading of Gregory v. Helvering, 
and other cases dealing with ‘business pur- 
pose’ which take a rather unsympathetic 
view that tax saving is not the sort of 
‘business purpose’ the courts favor.” (Quoted 
from SOUTHWESTERN 3rd Oil and Gas 
Institute, Published by Matthew Bender 
and Company, Inc., Albany, N. Y.) 


The monumental case of Anderson v. Hel- 
vering has been mentioned previously in this 
study. The Supreme Court case of Gregory 
v. Helvering, 35-1 ustc J 9043, 293 U. S. 465, 
is one of a series of important cases where 
the correct legal formalities were observed 
by the various taxpayers in achieving cer- 
tain objectives, where the courts have ad- 
mitted that the taxpayer has a legal right 
to minimize taxes, but where the courts have 
been disposed to minimize the correct legal 
formalities and look to the actual heart of 
what was done and the purpose involved. 
There continues such a trend of decisions 
with the philosophy that a transaction having 
no real purpose except tax-saving may be 
held to be invalid, even if all the formalities 
are strictly adhered to. 

In an A-B-C transaction, A and B must 


be careful that they have not carved out an 
oil payment from a larger interest. Operator 
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A must have forever disposed of all his 
interest. Exactly what is a bona-fide A-B-C 
transaction is certainly not clear as yet, and 
the problem probably will rest with the 
merits of each case. Those taxpayers who 
prefer to remain outside of the possibility of 
litigation would be well advised to consum- 
mate A-B-C deals with completely inde- 
pendent parties or seek special rulings in 
advance. 


As to Rule 2, above, if the working interest 
is disposed of by A after disposal of the 
production payment, the payment is not a 
reservation, but is a carved-out interest and, 
as such, would be ordinary income under the 
present position of the Internal Revenue 
Service. The conveyancer should draw the 
papers accordingly. 


Rule 3 has been previously discussed. If 
it appears that the reserved payment will 
extend over the life of the property, the tax- 
payer is in danger that it will be declared 
to be an overriding royalty and that the 
transaction was a sublease rather than a sale. 


Rule 4 presents a doubtful situation. The 
Internal Revenue Service is now informally 
holding that, where an operator acquires a 
lease with a large oil payment outstanding, 
any operating loss shall be capitalized by 
him as additional cost of the working in- 
terest. See the Special Ruling, May 15, 
1956, CCH StTANpDARD FEDERAL TAX REPorTS 
(1956 Edition), {| 6608. 


This was the position taken by the Service 
in a recent case before the United States 
District Court for the Northern District of 
Oklahoma—the Francis Oil and Gas Com- 
pany case—which apparently was settled 
without trial. The details of that case have 
not been, published, but Roger S. Randolph 
and Robert L. McGowen, Oklahoma at- 
torneys, wrote, at page 1099 of the Oil and 
Gas Taxes Service, Prentice-Hall, 1956: 


“In a case presently at issue in the Northern 
District of Oklahoma, where the property 
was burdened by a 95% production pay- 
ment, the government has changed its posi- 
tion and now asserts that 95% of direct 
operating expenses, depreciation, and allo- 
cable overhead during payout should have 
been capitalized.” 


The date of the above article was June 13, 
1956, but the case seems to have been settled 
without such a requirement, under the view- 
point of the Atlantic special ruling men- 
tioned above. 


An editorial, discussing this case, in the 
May 7, 1956 Oil and Gas Journal at page 82, 
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leaves the impression that a large part of 
the drilling expenses was also required to 
be capitalized by the Service examining 
officer. A part of the article is quoted: 


“The Internal Revenue Service’s position 
in effect is that the buyer in this case is not 
entitled to intangible and development costs 
applying to that part of the properties 
covered by unpaid oil payments.” 


However, informal discussions with rep- 
resentatives of the Service reveal that in all 
probability a serious attack on intangible 
drilling is not involved, in spite of the above 
inference, and that the principal insistence 
is that the actual loss from operations be 
capitalized. The May 15, 1956 special ruling 
as to the Atlantic purchase indicates allow- 
ance of drilling expenses as a deduction. It 
is assumed that this ruling will be applicable 
generally. 


In his June, 1954 article in Taxes, G. W. 
Welsch wrote: 


“It is accepted law that the operator does 
not have to capitalize the cost of lifting 
royalty oil. Up to the present there 
has been no attempt on the part of the 
Treasury Department to require the operator 
to capitalize the cost of lifting oil-payment oil 
on A-B-C transactions. However, discus- 
sions with representatives of the Internal 
Revenue Service indicate that, when the 
cost of lifting the oil necessary to satisfy 
the oil payment exceeds the net income from 
the property, the Treasury Department will 
require such excess to be capitalized as 
additional lease cost recoverable through 
depletion. The validity of such a require- 
ment is doubtful, but the general opinion is 
that, in order to minimize the tax dangers 
to an operator, oil payments should not be 
payable out of so large a percentage of 
production as to eliminate all profit to the 
working interest during the period of the 
payout.” 


J. Waddy Bullion, in his work cited above, 
in March, 1956, went further, with the opin- 
ion that the working-interest owner would 
be required to capitalize losses not only due 
to normal operating expenses, but also due 
to intangible drilling and work-over ex- 
penses, but the special ruling to Atlantic 
had not been published when he wrote this. 


It is well known in the oil industry that 
the working-interest owner “carries the 
risks and burdens attending exploitation,” 
as stated in the famous Service ruling, 
G. C. M. 22730, 1941-1 CB 214. Oil-payment 
and royalty holders, of course, do not gen- 
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erally participate in operating or drilling 
expenses. 


Thus, the exact status of the working- 
interest owner, with an oil payment out- 
standing, as to required capitalization of 
operating or drilling expenses is not yet 
completely clear. It would seem that sev- 
eral court cases may possibly be needed to 
decide the matter firmly. The Internal 
Revenue Service seems to be considering 
the matter. 


Rule 5 above has been previously dis- 
cussed. The oil payment must be a true 
payment, without any guarantee of payment, 
and payable solely out of oil as, if, and 
when, produced. 


Conveyancing in A-B-C Transactions 


Roger S. Randolph and Robert L. Mc- 
Gowen, attorneys, published an article en- 
titled “Conveyances of Production Payments 
—Some Federal Tax Problems,” II-4 Oil 
and Gas Tax Quarterly, 208 published by 
Matthew Bender & Company, Inc., Albany, 
New York, emphasizing the implementation 
of advisable conveyancing rules. 


As previously pointed out, the production 
payment must be satisfied solely out of the 
proceeds of the sale of production. Randolph 
and McGowen point out: 


“If the production payment is payable 
even in part from any other source or if 
its owner is given a lien or something other 
than production, the depletable nature of 
the oil payment may be destroyed.” 


To insure that the production payment 
will not be considered an overriding royalty, 
a “cutoff clause” sometimes is inserted set- 
ting out that the payment will terminate, 
even if not paid out, when production or 
recoverable reserves decline to a specified 
point. 


Randolph and McGowen further state: 


“When a production payment is reserved 
in the transfer of a producing lease, the 
physical property and working interest 
should be assigned in separate paragraphs 
of the conveyance so as to make it quite 
clear that the reservation of the produc- 
tion payment does not include any por- 
tion of the physical property. Often a 
separate bill of sale as to the physical 
property is desirable. In any event, con- 
sideration should be given to a_ specific 
allocation of the purchase price as between 
depreciable and depletable properties. The 
source of funds out of which the production 
payment is to be discharged should be de- 


194 


fined so as to exclude all proceeds from the 
sale of the lease itself or the equipment 
thereon.” 


Randolph and McGowen also give a sug- 
gested definition as follows: 


“Seller does hereby except from the con- 
veyance and reserve unto itself, as a pro- 
duction payment, free and clear of all de- 
velopment, operating, production, and other 
costs and expenses, an undivided eighty 
percent (80%) of all oil, gas, casinghead 
gas and/or other hydrocarbons produced 
and to be produced to the credit of the 
aforesaid oil and gas lease until the cash 
proceeds of the sale of production out of or 
attributable to said eighty percent (80%) 
interest reserved to seller shall equal the 
sum of *;..°. .” 


The ultimate amount of a production pay- 
ment usually is defined in terms of a prin- 
cipal sum plus a so-called interest factor 
plus amounts equal to certain taxes. A 
definition of this type might be quoting 
from Randolph and McGowen’s article, 
cited above. 


“1. $450,000.00 principal sum, plus 


“2. An amount equal to interest from 
June 13, 1953, on the unpaid balances of 
said principal sum as if interest were com- 
puted thereon monthly (as of the 25th day 
of each month, commencing July 25, 1953), 
on the basis of a 360 day year, 30 day month, 
at the rate of 54% per annum, treating said 
principal sum as being paid upon the 25th 
day of each month, commencing July 25, 
1953, and 


“3. An amount equal to the aggregate of 
all taxes described in paragraphs X and Y 
of this conveyance which are paid by 
Seller.” . 


There, “Seller” means the production-pay- 
ment owner. Usually, a production payment 
is stated as net of gross production taxes. 
The pipeline company customarily deducts 
the taxes from payments to the production- 
payment owner, so that his payment is 
extended thereby to allow him to collect net 
the designated principal plus interest, which 
interest usually goes to the lending institu- 
tion. Often, the production payment is also 
net of ad valorem taxes, but this should be 
clarified in the instrument also. 


Randolph and McGowen further recom- 
mend, in their article: 


“It is usual to include in the conveyance 
to the effect that the owner of the lease 
shall not be personally liable for payment 
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of the production payment and that the 
owner of the production payment shall look 
exclusively to the production therefrom for 
payment.” 

Often, covenants are inserted in the in- 
strument requiring the operator to operate 
the lease to its full economic limit and to 
pay all expenses. Sometimes it is provided, 
in case of default by the lease owner, for the 
production-payment owner to substitute 
himself for the defaulting party in operation 
of the property. 


Variations in A-B-C Transactions 


A-B-C transactions have been worked in 
variations, tailored to individual circum- 
stances, with certain changes from the 
simple type. 


For example, Individual Taxpayer A might 
desire, in making a sale, that a corporation 
in which he is interested should acquire the 
working interest in the properties to be sold. 
He might sell the working interest directly 
to such corporation and the production pay- 
ment to an independent third party or— 
perhaps more often—he might sell both the 
working interest and production payment, 
as separate sales, to an independent invest- 
ing party who would, in turn, sell the work- 
ing interest to such corporation. It is ap- 
parent that the independent party and the 
corporation should have no _ connection. 
Whether or not such transactions would be 
ruled as bona fide and at arm’s length— 
assuming, of course, the form and price 
angles were bona fide—is an unsettled ques- 
tion. No litigation directly in point has 
developed. As has been pointed out, if 
Section 1239 of the Internal Revenue Code 
is not violated, it does not appear that statu- 
tory violation has developed in such cases. 
If the prices are valid, if there are good 
business purposes involved and if Section 
1239 is not violated, it appears reasonable 
to believe that the second transaction noted 
above, at least, would not be attacked as a 
capital gain transaction. The most common 
business purpose for A, of course, would 
be to raise funds. All parties would wish to 
avoid the status of carving out an oil pay- 
ment. The most common business purpose 
for the independent investor would be to 
make a profit. 


Various financing plans might be neces- 
sary. A corporation or other investor ac- 
quiring the working interest might find it 
necessary to borrow part of the money and 

” Roger S. Randolph and Robert L. McGowen, 


“Use of the Deferred Production Payment in 
the Sale of a Producing Lease,’’ IV-2 Oil and 
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to give a chattel mortgage on the equipment. 
This might be the same lender that furnishes 
the money for the production-payment pur- 
chaser to pay A. 


In any case, the various parties would be 
on safer ground if they considered the sub- 
stance as well as the form of the transaction. 


Another variation is use of multiple pro- 
duction payments. X, Y, Z, and the lending 
institution for Z, if any, might disagree 
widely as to the value of the property. In 
such a case, the deal might be closed if X 
would sell his lease to Z for cash, reserving 
a deferred or secondary production payment 
as X and Z agree upon, which payment X 
might later sell at capital gain rates. Pay- 
ments on the secondary payment would not 
commence until Z has recovered a specified 
sum from the lease. Z might then sell the 
working interest to Y, reserving a primary 
production payment to pay out prior to 
commencement of payment on the secondary 
production payment reserved by X. The 
secondary payment might be referenced to 
net production, after operating expenses, 
rather than to gross production. 


The above type of transaction might be 
satisfactory to all parties. Relative to such 
a transaction, Randolph and McGowen 
have stated: 


“Tt seems clear (and the Internal Revenue 
Service has so ruled on numerous occasions) 
that by such a sale X may treat the cash 
received from Z as a capital gain in accord- 
ance with the provisions of Section 1231 of 
the Internal Revenue Code of 1954. At the 
same time X retains a chance for additional 
profit down the road when payment on his 
deferred production payment commences.” ” 


In the above X-Y-Z transaction, X should 
not sell the property to Y, reserving a large 
production payment, and thereafter carve 
out and sell to Z the “front end” thereof. 
He would then be carving out an oil pay- 
ment from a larger oil payment, and the 
cash proceeds of the sale to Z would be 
taxed at ordinary rates under the present 
policy adhered to by the Service. Other 
rules heretofore presented as to reserved 
production payments should be followed, 
including care that,the working interest has 
enough oil to pay expenses during the pay- 
out period of the production payments and 
that the production payments do not appear 
to be overriding royalties because of their 
duration. As previously pointed out, a cut- 


Gas Tax Quarterly, 90 published by Matthew 
Bender and Company, Inc., Albany, New York. 
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off or termination provision may be included 
to prevent the latter. Each production pay- 
ment may be out of a different fraction of 
the oil. 


In connection with multiple production 
payments, J. Waddy Bullion wrote (work 
cited above): 


“The seller and the buyer do not always 
agree on reserves and sometimes each of 
them comes to the conference table sup- 
ported by engineers. This difference of 
opinion as to reserves has been in part re- 
sponsible for bringing into the ABC trans- 
action the second and sometimes the third, 
and occasionally even the fourth, produc- 
tion payment. The Internal Revenue 
Service is apparently becoming more stringent 
as to the percentage of reserves that must 
remain at termination before it will regard 
the reserved interest as a true production 
payment. It has recently approved as a 
true production payment a third payment 
which terminates when 10 percent of the 
reserves remain in and under the properties.” 


Mr. Bullion places stress upon the im- 
portance of Z’s being an independent third 
party, not acting as an agent for X or Y, to 
avoid the Service’s taking the position that 
X had in substance retained the primary 
payment and was taxable on the runs accru- 
ing to such payment. If Z, as the agent of 
X, sold the payment, the Service might 
maintain that X had sold a carved-out pay- 
ment. If Z was acting as Y’s agent, the 
Service might hold that Y was taxable on 
the runs attributable to the payment re- 
served by Z or that Y had sold a carved-out 
payment if Z sold the primary payment 
reserved by it. 


Relative to corporations, Section 337 of 
the 1954 Internal Revenue Code is of sub- 
stantial benefit to any corporation and its 
stockholders in liquidation procedure. Con- 
gress added this section to the law to avoid 
double taxation usually involved in the case 
of a corporation selling all its properties. 
Prior to this section’s enactment, the cor- 
poration itself would have a taxable profit 
and the stockholders a second profit as the 
difference between the amount received in 
liquidation and their respective stock costs. 
Under the new Section 337, the corporation 
will have no gain or loss recognized if it 
adopts a plan of complete liquidation and 
completes the liquidation within 12 months 
after adoption. This new section is not 
available to collapsible corporations as de- 
fined in Section 341 of the 1954 Internal 
Revenue Code. 
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Tax practitioners expect considerable use 
of the new Section 337 in A-B-C transac- 
tions, and sales of oil properties will and 
are being encouraged by this new section of 
the law. In all probability, the sale of the 
properties of Houston Oil Company to At- 
lantic arose because of this new section of 
the law, which is available to corporations 
owning properties other than oil, as well as 
oil properties. The subject matter of col- 
lapsible corporations is too lengthy for treat- 
ment herein. 


Another variation of the A-B-C transac- 
tion is to have an intermediary purchase the 
property from the leaseholder and then act 
as A in an A-B-C transaction. The inter- 
mediary might be a corporation formed for 
the purpose. The degree of relationship 
permitted between the intermediary and the 
other parties is also an unsettled question and 
here, again, the elements of arm’s length, 
bona-fide transaction, fair price, agency, 
control, business purpose, and Section 1239 
of the Code enter into the picture. Such a 
case as the above might be necessary to 
satisfy the lender as to security. S might 
sell his producing property to A for $2 
million in cash. A borrows $1,900,000 from 
a bank, mortgaging the entire property, in- 
cluding equipment. Thereafter, A might 
sell the working interest to B for $100,000, 
reserving a $2 million oil payment plus 
interest for the bank. A then would sell 
the reserved payment to C for $5,000 (his 
profit), with C assuming liability for the 
$1,900,000 loan. 


Carved-Out Production Payments 
Not Pledged for Development 


As previously defined, a carved-out pay- 
ment is one which has been cut out of a 
larger economic interest in oil and gas 
properties and which does not extend over 
the life of the larger interest. 


A production payment may be carved 
out of a lease working interest, a royalty, 
an overriding royalty, a mineral interest 
or a larger production payment. A _ hori- 
zontal-cut carved-out payment would result 
if an operator carved out of his working 
interest on a lease a payment of $100,000, 
payable out of 80 per cent of the oil, pro- 
vided it appeared obvious that such payment 
would pay out well before the lease life 
ended, for otherwise it would be in the 
nature of an overriding royalty. A_hori- 
zontal-cut payment would also result if a 
taxpayer, owning a $200,000 production pay- 
ment payable out of 80 per cent of 
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the oil, carved out and sold a $50,000 
production payment payable out of 80 per 
cent of the oil as a primary payment—that 
is, payable ahead of the rights of the 
seller. A horizontal-cut payment refers to 
the assignment of the front end of an oil 
payment, whereas a vertical-cut payment 
refers to an interest assigned which will 
pay out simultaneously with the property 
retained. In the above $200,000 produc- 
tion-payment example, a vertical-cut pay- 
ment would result if the taxpayer sold a 
$50,000 payment payable out of 20 per cent 
of the oil because such would pay out 
simultaneously with the interest retained. 
Taxwise, a vertical-cut payment sale is 
clearly a sale of a capital asset, within the 
limitations of Section 1231 of the Code. 
In tax parlance, carved-out production pay- 
ments are commonly identified with hori- 
zontal-cut payments and, as will be seen, 
the sale of such a payment is not clearly 
a sale of a capital asset within the limita- 
tions of Section 1231. “As_ previously 
pointed out, there is considerable evidence 
that the assignment of the back end of 
a production payment would not constitute 
a horizontal payment, but would be taxed 
like a vertical-cut payment. 


History of carved-out payment problem 
through 1950.—As is well known, there is 
a continuous flux of ideas resulting from 
changes of opinion by the Service in order 
to meet threats to the revenues and to 
clarify its current philosophy of oil and gas 
taxation. The changing status of carved- 
out oil payments is perhaps one of the best 
illustrations of this constant change. 


For a number of years the principal 
problem of a horizontal-cut production pay- 
ment assignment has been, and continues 
to be (assuming it not to be pledged: or 
used for development of the property), 
whether it should be considered a sale of 
property—subject to capital gains treat- 
ment if otherwise meeting the requirements 
of a capital gain—or an assignment of ex- 
pected future income and, as such, classified 
as ordinary income to the assignor, but 
subject to the allowance for percentage-de- 
pletion deduction. If such an assignment 
is a sale of property held over six months, 
the profit would be subject to reduction by 
50 per cent under capital gains treatment. 
If an assignment of future income, such 
would be ordinary income reduced by 27% 
per cent depletion. This question has been 
the subject of litigation for a number of 
years, 
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Prior to World War II, horizontal-cut 
carved-out production payments were not 
in widespread use. In general, the Com- 
missioner of Internal Revenue did not very 
strenuously contest the idea that such as- 
signments were sales or disposals of prop- 
erty, but the idea that they were assign- 
ments of anticipated income began to be 
considered by Internal Revenue Service 
attorneys. 


The first published attack by the Service 
appears to have occurred in the Board of 
Tax Appeals case of R. E. Nail, CCH Dec. 
7807, 27 BTA 33 (1932). The Service pub- 
lished acquiescence to the case in 1933, but 
withdrew it in 1949. The taxpayers had 
made a gift of a carved-out oil payment, 
the Commissioner held the payments to be 
taxable to the donor under the theory that 
the taxpayers had donated a right to future 
income rather than property, but the Board 
of Tax Appeals (now designated the Tax 
Court) held, in effect, that the taxpayers 
had divested themselves of property and 
that the donee was taxable on the proceeds 
paid under the oil payment. The Board 
based its decision primarily on local prop- 
erty law. The Service has always main- 
tained that income itself cannot be assigned 
without assignment of the property under- 
lying the income, and this idea has generally 
been upheld: by the courts. For example, the 
Circuit Court of Appeals for the Sixth 
Circuit, in 1942, in the case of Estate of 
H. W. Rhodes v. Commissioner, 42-2. ustc 
7 9691, 131 F. (2d) 50, held that a stock- 
holder could not treat as capital gain the 
amount to be received as consideration for 
his assignment of the right to receive a 
dividend, but must treat it as ordinary in- 
come. 


In 1939, the Fifth Circuit affirmed the 
decision of the Board of Tax Appeals, in 
Ortiz Oil Company v. Commissioner, 39-1 
ustc $9384, 102 F. (2d) 508, that a sale 
resulted from an oil payment carved out 
of leases. Both courts considered this 
to be an assignment of economic interests 
from the property. As to this issue, the 
Commissioner appears to have acquiesced 
at the time and to have followed this case 
for some time. 


The next significant case, in 1940, was 
Majestic Oil Corporation, CCH Dec. 11,297, 
42 BTA 659 (1940), where it was again held 
that a sale of property resulted from an oil 
payment carved out of a leasehold. In this 
case the Commissioner was pleading for 
such a decision. 
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The Revenue Act of 1942 liberalized to 
some extent the capital gains provisions of 
the Code. The sharp impact of higher tax 
rates stimulated taxpayers to seek methods 
of converting ordinary income into long- 
term capital gain. In a 1956 paper, Leland 
E. Fiske said: 

“A number of years ago, in Ortiz Oil 
Co. v. Comm., the 5th Circuit Court of 
Appeals held that the sale of an oil pay- 
ment carved out of a working interest re- 
sulted in capital gain. The Internal Reve- 
nue Service followed this ruling for a long 
time. But taxpayers began selling oil pay- 
ments which paid out in shorter and shorter 
periods. Several large oil payments were 
sold which paid out in less than three 
months. It was apparent that unless the 
ruling was changed, soon everyone would 
be selling short term oil payments and 
claiming capital gain and there would be 
no more ordinary income from the pro- 
duction of oil. The Commissioner was 
forced to act. So the Internal Revenue 
Service issued G. C. M. 24849 holding that 
the proceeds received from the sale of a 
short term oil payment, carved out of a 
larger interest, which was not pledged for 
development, resulted in an advance sale 
of oil, reportable as ordinary income subject 
to depletion.” ™ 


General Counsel Memorandum 24849, 
1946-1 CB 66, was issued by the Service in 
1946, and caused much comment. No defi- 
nition was given of short life payments, but 
the memorandum states that “such rights 
ordinarily pay out and expire within one 
or two years.” The ruling makes no men- 
tion of the Ortiz or Majestic cases, but does 
cite the Rhodes case. The ruling reasons: 


“In principle the assignment of a right 
to a dividend seems indistinguishable from as- 
signments ot other rights to expected in- 
come. Assignments of income rights by the 
earner for cash or property, measured by 
the then worth of such rights, may not be 
disregarded, and as respects such earner- 
assignor, he has elected to anticipate normal 
realization by assigning or discounting such 
right. Consideration received by him repre- 
sents ordinary income realized by him upon 
the anticipatory assignment of his right to 
income. . . . The stated general rule with 
respect to anticipatory assignments of in- 
come for cash or property seems equally 
applicable to assignments of income aris- 


ing from royalty or operating property 
rights in oil and gas in place.” 


Thus arose the famous anticipation-of- 
income theory. No opinion was expressed 
as to long-life oil payments. At first it ap- 
peared that this ruling was intended to be 
retroactive. However, in 1948, by means 
of I. T. 3895, 1948-1 CB 39, the Service 
ruled it not retroactive, to the relief of 
many taxpayers. It generally has not been 
the policy of the Service to make important 
change rulings retroactive. Assignments 
after April 1, 1946, came under the ruling, 
but clarification as to retroactivity did not 
come until nearly two years after issuance 


of C. C. M. 24849, 


The next attack by the Service was made 
in December, 1948, by I. T. 3935, 1949-1 
CB 39, which was not made retroactive. 
There it was held that donative assign- 
ments of carved-out short-lived oil pay- 
ments were assignments of future income 
and the income would be depletable income 
to the donor as received by the donee. 
Acquiescence in the Nail case, cited above, 
was withdrawn. This ruling, of course, had 
the effect of disallowing as a deduction, for 
taxpayers making oil-payment gifts to 
charity, the fair market value of such charity. 
The general rule, under Section 170 of the 
1954 Code and similar sections of previous 
Codes, is that a taxpayer, regardless of cost 
to him of the donated asset, may deduct for 
income tax purposes the fair market value 
of the donated asset without reporting for 
himself any profit on the transaction. This 
is, of course, subject to the usual limitations 
as to amounts of charitable contributions 
allowed under the Code. It should also 
be emphasized, under this ruling, that the 
donor, not the donee, is taxable on the 
income as received by the donee from the 
proceeds of the sale of oil under the oil- 
payment right, even though the donee 
receives the proceeds and actually owns 
the oil payment. 


In 1949, the Court of Claims rendered a 
decision tending toward validating the posi- 
tion of the Internal Revenue Service, but not 
directly in point. The case, Rudco Oil & 
Gas Company v. U, S., 49-1 ustc $9200, 
82 F. Supp. 746, involved an oil payment with 
a life of only three months distributed to 
the stockholders as a dividend in kind. The 
court held the corporation taxable on pay- 
ments received by the stockholders under 





"Leland E. Fiske, ‘‘Recent Developments in 
Oil and Gas Taxation,’’ The Texas Certified 
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the oil-payment right, but the case seemed 
to be based on a substance-v.-form principle 
more than on the anticipation-of-income 
theory. 


Under G. C. M. 24849, it was inevitable 
that confusion would arise as to the differ- 
ence between a short-life oil payment and 
a long-life oil payment. The Service, there- 
fore, in 1950 issued I. T. 4003, 1950-1 CB 10, 
as a supplement to G. C. M. 24849 and 
I. T. 3935, stating: 


“After careful study and considerable ex- 
perience with the application of G. C. M. 
24849, supra, it is now concluded that there 
is no legal or practical basis for distinguish- 
ing between short-lived and long-lived in- 
oil payment rights. It is, therefore, the 
present position of the Bureau that the 
assignment of any in-oil payment right 
(not pledged for development), which ex- 
tends over a period less than the life of 
the depletable property interest from which 
it is carved, is essentially the assignment 
of expected income from such property 
interest. Therefore, the assignment for a 
consideration of any such in-oil payment 
right results in the receipt of ordinary in- 
come by the assignor. Where the assign- 
ment of the in-oil payment right is donative, 
the transaction is considered as an assign- 
ment of future income which is taxable to 
the donor at such time as the income from 
the assigned payment right arises. Not- 
withstanding the foregoing, G. C. M. 24849, 
supra, and I. T. 3935, supra, do not apply 
where the assigned in-oil payment right 
constitutes the entire depletable interest 
of the assignor in the property or a frac- 
tion extending over the entire life of the 
property.” 


No cases were cited in I. T. 4003. 


A review of later litigation on this matter 
reveals that the Service perhaps has relied 
for its reasoning on three earlier cases, 
Lucas v. Earl, 2 ustc $496, 281 U. S. 
111 (1930), Helvering v. Eubank, 40-2 ustc 
7 9788, 311 U. S. 122, and Helvering v. Horst, 
40-2 ustc § 9787, 311 U. S. 112, as well 
as the Rhodes case previously cited. These 
cases, however, in general cover situations 
of income assignment without assigning the 
basic property in any respect, whereas the 
assignment of an oil payment appears to 
involve the exhaustion of part of the prop- 
erty tree itself, at least—which property 
interest is nothing more nor less than oil 
in place. 


I. T. 4003 reflects the position of the 
Service to date. It seemed inevitable that 
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prolonged litigation would result, and such 
has been the case. 


Development of carved-out payment liti- 
gation.—_The consequences of G. C. M. 
24849, I. T. 3935 and I. T. 4003, enunciat- 
ing the theory that the proceeds realized 
upon carving out a horizontal-cut oil pay- 
ment constituted anticipatory income, were 
such that astute tax practitioners began 
to examine the theory with extraordinary 
zeal. A ruling—I. T. 3693, 1944 CB 272—- 
had been issued by the Service in 1944 
holding quite clearly that, in general, the 
assignment of an oil and gas lease came 
within the benefits of the long-term capital- 
asset provisions of the Code, if the usual 
requirements were met. Some of the rea- 
soning in I. T. 3693 may be quoted: 


“The Federal revenue laws are not to be 
deemed subject to State law unless the 
express language or necessary implication 
of the section involved so requires. (See 
Burnet v. Harmel, 287 U. S., 103 .. .; 
Helvering v. Stuart et al., 317 U. S., 154... .) 
The Supreme Court of the United States has 
held that for Federal income tax purposes, 
persons sharing in the depletion allowance 
with respect to oil leases are characterized 
as owners of economic interests in oil or 
mineral in place, regardless of the technical 
provisions of the instrument creating the 
lessee’s interest. (See Palmer v. Bender, 287 
U. S., 551... and Thomas v. Perkins, 301 
U. S. 655. .) Accordingly, for Federal 
income tax purposes, it is held that the 
interest of a lessee in oil and gas constitutes an 


interest in ‘real property’. 


Many tax practitioners reasoned that an 
oil payment was an integral part of a 
lessee’s economic interest in oil and gas 
in place and that the carving out of a part 
of the rights of a lessee was the sale of a 
capital asset under the reasoning of I. T. 
3693 and the Supreme Court, particularly 
since in many states an oil payment is, by 
law, real property. It was felt that any part 
of oil interest owned by a lessee should 
qualify under the capital-asset provisions. 
The ruling did not cover royalties, but 
royalties were always understood to come 
within the capital-asset provisions, and the 
Service finally made this official in 1955 by 
Rev. Rul. 55-526. 


The necessity on the part of the Service 
for the anticipation-of-income theory was 
due to the fact that the Service was losing 
revenue. 


A number of experienced tax practitioners 
outside the government have voiced their 
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opinions. Oliver W. Hammonds and George 
E. Ray, Dallas tax attorneys, in the May, 
1955 issue of Taxes in “Oil Payments Re- 
visited: Current Income Tax Status of Oil 
Payments,” point out: 


“The authors presently, and with fingers 
duly crossed, find themselves in the not 
unhappy position above referred to by 
virtue of recent decisions of the Tax Court 

. and appellate court . . . confirming the 
opinion expressed by them in December, 
1946, with regard to the validity of G. C. M. 
24849. .. . The authors then stated: ‘On 
the basis of court precedent, as well as on 
that of the Treasury itself, the Chief 
Counsel’s conclusion in G, C. M. 24849 
that consideration received for the assign- 
ment of a short-lived in-oil payment right 
carved out of any type of depletable interest 
in oil and gas in place (including a larger 
in-oil payment right) is ordinary income 
rather than potential capital gain, appears 
to be unjustified.’ ” 


Mr. Hammonds and Mr. Ray published 
their original 1946 statement in 25 Texas 
Law Review 135. 


In the November, 1953 issue of TAXEs, in an 
article “Assignments of Oil Payments,” at 
page 863, Eugene Kuntz, professor of law 
at the University of Oklahoma, asserted 
his viewpoint: 

“If, as the ruling asserts, there is no 
legal or practical basis for distinguishing 
between long-lived and short-lived interests, 
then there is no legal or practical basis 
at all for taxing the proceeds from the oil 
payment to anyone other than the present 
owner of the interest, and the sale of such 
an interest should clearly be a capital trans- 
action. 


“Specifically, what should be concluded 
regarding the gift of an oil payment? The 
sole question should be whether or not the 
Horst or a similar doctrine should apply. There 
is no property interest retained in the economic 
units transferred. There is no control re- 
tained over.the property. There is only 
the factor of economic enjoyment derived 
from disposing of wealth. As in the trust 
cases, such concept will bear defining to 
assist in recognizing when the substance 
of the transaction will prevail over the 
form. On this point, the only possible ele- 
ment present in an outright transfer of all 
rights is the element of duration of the 
transferred interest. It is submitted that 
this is the only possible basis, nebulous as 
it is, upon which I. T. 3935 (which would 
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tax income from short-lived carved-out oil 
payments to the donor) can be sustained, 
and that I. T. 4003 (which would tax in- 
come from all carved-out oil payments to 
the donor) cannot be sustained at all. 


“It is submitted that the results, but not 
the reasons, stated in G. C. M. 24849 and 
I. T. 3935 can be fairly sustained as to 
short-lived carved-out oil payments, but 
this is a long, long way from the. subse- 
quent arbitrary ruling in 1. T. 4003 which 
would treat all assignments of carved-out 
oil payments as anticipation of income re- 
gardless of duration of the carved-out 
interest. 


“From the practical standpoint, in order 
to avoid inviting unnecessarily severe legis- 
lation or decision, the ruling as to sales of 
short-lived carved-out oil payments should 
be accepted and utilized in leveling income. 
As to sales of long-lived carved-out oil pay- 
ments, the unfavorable discrimination is too 
great to be accepted. As to gifts of long- 
lived interests, a path of lesser resistance 
might be planned in the use of the trust 
device, but as to unplanned gifts and gifts 
by the sturdier taxpayer, resistance to the 
rulings should be successful.” 


The reasoning in the last paragraph seems 
to be acceptable to many tax attorneys and 
accountants. 


Harry Weeks, in his work cited above, 
assailed the position of the government. He 
wrote: 


“Prior to G. C. M. 24849, the Bureau 
recognized that—other capital gain require- 
ments being present—if an oil payment is 
carved out and sold, the seller receives 
capital gain, just as does the seller of a re- 
tained oil payment. The substance of the 
G. C. M. is that the taxing officers are by 
it, and later amplifying rulings, directed no 
longer to treat the proceeds from the sale 
of a carved out payment as capital gain, 
unless its probable duration is coextensive 
with the economic life of the property from 
which it is carved, but to treat these proceeds 
as ordinary income subject to depletion. 
When capital gain does result, lifting costs 
are required to be capitalized, according to 
the ruling, a point which, at best, is ex- 
tremely doubtful. Ultimately the applica- 
tion of this G. C. M. was limited to trans- 
actions which took place after its promulga- 
tion. It is interesting to note, when you 
consider G. C. M. 24849, that its author cited 
not a single case dealing with oil and gas, 
but relied upon the Horst and Eubank cases 
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dealing with donative assignments of in- 
come, and the Rhodes case holding that the 
assignment by a stockholder of his right 
to receive a declared dividend constituted 
a realization of income taxable as ordinary 
income. The Memorandum did not refer 
to the recognized principle that an oil 
payment—whether reserved or carved out 
—gives its owner an interst in real estate 
of substantial equal dignity to the lessee’s 
interest.” 


The Horst case, cited above, decided by the 
Supreme Court, held that a gift of bond in- 
terest coupons, with the donor retaining the 
bonds, resulted in the donor’s being taxed 
on cashing of the coupons. There were 
three dissents. 


The case of Helvering v. Eubank, cited 
above, also decided in the Supreme Court 
in 1940 with three dissents, established that 
the assignor of insurance renewal commis- 
sions is taxable on such commissions in the 
year they are paid to the assignee though 
the services had been rendered before the 
assignment. 


In the Horst case, the majority opinion in- 
cluded the statement : 


“Underlying the reasoning in these cases 
is the thought that income is ‘realized’ by 
the assignor because he, who owns or con- 
trols the source of the income, also con- 
trols the disposition of that which he could 
have received himself and diverts the pay- 
ment from himself to others as the means 
of procuring the satisfaction of his wants. 
The taxpayer has equally enjoyed the fruits 
of his labor or investment and obtained the 
satisfaction of his desires whether he col- 
lects and uses the income to procure those 
satisfactions, or whether he disposes of 
his right to collect it as the means of pro- 
curing them. 


“The dominant purpose of the revenue laws 
is the taxation of income to those who earn 
or otherwise create the right to receive it 
and enjoy the benefit of it when paid... . 


“ 


. . the import of the statute is that 
the fruit is not to be attributed to a 
different tree from that on which it grew.” 


The Horst case involved a gift of the 
coupons by a father to his son. 


Many tax practitioners believe the as- 
signment of a carved-out oil payment to be 
an assignment of a part of the tree itself, 
since the tree obviously is nothing more nor 
less than oil in place. 


Oil Production Payments 


One of the first eruptions in litigation was 
the case of Lester A. Nordan, CCH Dec. 
20,535, 22 TC 1132 (1954). The taxpayer 
owned and operated producing oil leases 
and, in 1949, conveyed by outright gift to 
a church a carved-out oil payment in the 
amount of $115,000, payable out of one 
eighth of the oil produced. The taxpayer, 
in his 1949 return, claimed a_ charitable- 
contribution deduction for the value of the 
oil payment which, at the gift date, was 
stipulated to be $111,925.95. As the oil 
payment was being paid out, Nordan did 
not report any of the proceeds as his 
income, such proceeds not being received 
by him. The church sold the payment to 
a third party, who received the proceeds. 
The oil payment paid out in about a year. 
The Service applied I. T.’s 3935 and 4003, 
held that the assignment was anticipated 
income, disallowed the 1949 charitable- 
contribution deduction, and included in 
Nordan’s 1950 return the proceeds of pay- 
ments on the oil payment—there being no 
1949 payments—but allowed a like amount 
as a charitable contribution in 1950. The 
Tax Court held to its principle in the case 
of R. E. Nail, and cited the Ortiz case, both 
discussed above. The court stated, in holding 
for the taxpayer: 


“The petitioners did not convey merely 
the right to $115,000 of future income. No 
income from the property had accrued at 
the date of the transfer by gift of the oil, 
gas, and minerals in place. Cases where the 
right to receive income in the future was 
transferred or where title to the income- 
producing property was retained are not in 
point.” 

The Service filed a nonacquiescence in the 
Nordan case and an appeal to the Fifth Circuit, 
but later the appeal was dismissed, the Service 
appearently electing not to contest this 
particular case further. 


In John D. Hawn, cited above, filed in De- 
cember, 1954, the Tax Court, with six judges 
dissenting, found it more difficult to hold for 
the taxpayer. In 1949 the taxpayer had carved 
a $120,000 oil payment out of a larger oil 
payment with remaining face value of some 
$850,000 and had assigned it to a builder 
as consideration for building a new home. 
The Commissioner held this to be an assign- 
ment of anticipated income and, as such, 
ordinary income. The taxpayer claimed 
that it was the sale of a capital asset. The 
oil payment paid out in about 19 months. 
Citing the Nordan case, the majority opin- 
ion held for the taxpayer, also stating: “It 
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seems clear that the Supreme Court 
regards any oil payment right .. . as 
an economic interest in oil in place.” In 
a strong dissenting opinion involving six 
judges, Judge Arundell refers to Harrison 
v. Schaffner, 41-1 uste 7 9355, 312 U. S. 579, 
and Lucas v. Earl, Helvering v. Horst and 
Helvering v. Eubank, all cited above. 


He remarked: “It can no longer be suc- 
cessfully argued that one vested with the 
right to receive income can escape the tax 
by any kind of anticipatory arrangement, 
however skillfully devised, by which he pro- 
cures payment to it of another, since, by the 
exercise of his power to command the in- 
come, he enjoys the benefit of the income on 
which the tax is laid.” 


The Commissioner appealed to the Fifth 
Circuit in the Hawn case, where it was de- 
cided on March 27, 1956 (56-1 ustc § 9400). 
This court had previously held, in the case 
of Caldwell v. Campbell, 55-1 ustc § 9148, 
218 F. (2d) 567, that the carving-out of oil 
payments with estimated lives of nine to 
13 years constituted a sale of a capital asset 
and not an anticipatory assignment of in- 
come. In the Hawn case, however, the 
court held for the government, commenting: 


“Having determined that the oil pay- 
ments were a species of property, 
the Tax Court concluded that it would 


automatically follow that a transfer of such 
property would qualify it as a ‘sale or ex- 
change of a capital asset’. This result does 
not necessarily follow. 

“It is clearly true, as already indicated, 
that an oil payment, like royalty, is an in- 
terest in property, an interest in realty, 
an interest in the minerals in place. 


“The previous court decisions by which our 
actions are circumscribed clearly teach that 
if, in truth, a transfer of a part of future 
income merely puts in the transferee a right 
to collect such a part of the total future 
income as is insubstantial either in relation 
to the total amount receivable or to the 
time during which it will be received, such 
transfer does not make it the income of the 
transferee for tax purposes.” 


In holding the Hawn assignment to be 
an anticipation of future income, the court 
made it clear that it was dealing only with 
the particular facts there. The court pre- 
ferred to make a distinction between a 
short-life oil payment and a long-life oil 


payment, and thus the situation reverts to 
G. C. M. 24849, 1946-1 CB 66, where the 
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Service held a short-life payment to be an 
anticipatory income assignment, but the 
court applied no definition to the term 
“short life.’ Moreover, the court went 
further in enunciating the principle that the 
anticipation-of-income rule will apply if the 
value of the payment is small in relation 
to the value of the entire interest prior to 
the carve-out. The court also objected to 
the general nature of the Hawn transaction, 
relative to qualification as a capital-asset sale, 
as being obviously a short-term assignment 
to secure a home, 


There has thus developed in the same 
court a conflict in theory, without a general 
rule applicable to all carved-out payments. 
The proper classification of a carved-out 
oil payment, according to the view of the 
Fifth Circuit, is one involving intent, fact, 
probable life, and substantiality, which are 
difficult elements to apply in practice. Such 
a situation requires Supreme Court or 
Congressional attention, and the Fifth Cir- 
cuit commented in the case: “Although 
it might be better if Congress provided the 
answer, in the absence of a Congressional 
determination, it devolves on the Court to 
supply it.” The cou-t did not appear to 
have changed its entire philosophy relative 
to the Caldwell case, decided by it 14 months 
previously, but seemed content to let each 
case be decided in accordance with the life 
and substantiality tests set out above, in ad- 
dition to an examination into the intent and 
nature of the transaction. 


In the case of Caldwell v. Campbell, the 
taxpayer in 1948 carved out oil payments of 
some $1,445,100, which appeared undoubt- 
edly to be long-lived—probably nine to 13 
years. He conveyed them to a self-con- 
trolled tax-exempt charitable foundation for 
cash and for notes which were to be paid as 
the foundation collected on the oil payments, 
and claimed the assignment to be a long- 
term capital-asset sale, subject to the 50 
per cent long-term capital gain deduction and 
also sought to report the sale on the installment 
basis under Sections 44 and 117 of the 1939 
Code (which sections remain substantially the 
same in the 1954 Code as to the points in- 
volved). The Service assessed the taxpayer on 
the basis that the transaction was anticipated 
income and, as such, that the cash and value 
of the notes received in 1948 from the foun- 
dation constituted ordinary income. The 
Commissioner thus apparently had no in- 
tention of taxing the taxpayer on collections 
of the foundation on the oil payments as the 
oil was produced. The taxpayer paid the 
tax, filed a refund claim for some $322,000 
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and then sued for refund in the United 
States District Court for the Northern Dis- 
trict of Texas, Dallas Division, the case 
being decided in October, 1953. The court, 
in a short opinion, held for the Commis- 
sioner, stating that the transaction was not 
bona fide but that the income was ordi- 
nary in nature, which findings attorneys 
attacked as inconsistent. The taxpayer ap- 
pealed to the United States Court of Ap- 
peals for the Fifth Circuit in New Orleans, 
where the case was decided in January, 
1955, for the taxpayer, but with a vigorous 
dissent by Judge Rives. 


The assets owned by the D. K. Caldwell 
Foundation were nominal in amount before 
the conveyance of the oil payments. Cald- 
well had substantial control of the founda- 
tion. It was undisclosed from what property 
Caldwell carved out the payment, and the 
substantiality test in the Hawn case was 
not considered. 


The majority opinion dismissed the pre- 
vious rulings of the Service, G. C. M. 24849 
and I, T. 4003, as having no legal force. It 
also dismissed the government’s plea as to 
loss of revenues as a weak and unsound 
position. It differentiated the various cases 
cited in the government’s brief, such as the 
Rudco, Horst, Eubank, and Harrison cases, 
as not applicable, stating that such cases 
simply involved the appointment of some- 
one to collect money which, if collected by 
the appointer, would have been income to 
him. The opinion further stated relative 
to cases cited by the government: 


“In none of them was it held that an 
assignment of the tree which produced the 
income, as here the mineral interests, would, 
when accounted for to the owner by the oil 
company which produced them in money 
rather than in kind, be treated as the in- 
come of the transferor merely because if he 
had remained the owner, they would have 
been his income.” 


The majority opinion also stated: 


“His [the collector’s] argument, that be- 
cause the royalties out of which the in-oil 
payments were earned would, when re- 
ceived, be income to the grantor, they can- 
not be regarded and sold as capital assets, 
and transfers of them must under the teach- 
ings of the Earl case be treated as 
anticipatory assignments of income will not, 
we think, at all do. Such arguments run 
counter to both the fact and law of the 
matter, to the fact in that the carving out 
and the sale or retention of in-oil payments 
property to be bought and sold constitute 
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a large part of the dealings in oil in Texas, 
to the law in that the decisions of State 
and Federal courts are to the contrary, and 
that the treatment normally accorded them 
taxwise is likewise to the contrary.” 


The majority opinion concluded: 


“Tt seems clear to us, then, that the whole 
idea back of the commissioner’s and the 
collector’s actions and contentions is an at- 
tempted denial of the fundamental prin- 
ciple of taxation. This is that a taxpayer 
is entitled to take any legal course with 
his property or business which lightens or 
lessens his tax load, and that the fact that 
an arrangement reduces his taxes is of no 
moment in determining its validity, 
if only it is clear that the transaction was 
real and not a sham, that is if it was what 
it purported to be, a real and effective 
transfer of title from the taxpayer to an- 
other.” 


Judge Rives, in his dissent, attacked the 
holding that the conveyances were of realty, 
and pointed out that the taxpayer retained 
a vendor’s lien to secure the note payments 
and that the conveyances contained no 
warranty of title. He stressed that the 
foundation had no real control over the oil 
before it was produced. He further contended : 


“It seems to me that, if by this process 
the taxpayer could convert his ordinary 
income from these properties into capital 
gain, then hereafter there would be no ne- 
cessity for an owner of oil royalty interests 
to receive therefrom ordinary income. He 
need only ‘convey’ the oil payment rights 
for one year, ten years, thirteen years, or 
such other period of time as may be most 
profitable, and report his receipts as capital 
gains. The situation is analogous to 
that of an ordinary lessor under a long 
term, say thirty year, lease, who sells some 
of his annual rent notes, say ten or thirteen 
of them. Would that be a transfer of the 
fruits or of the tree on which they grew? 


“Unless the property itself is transferred, 
or some more substantial economic interest 
in the corpus than appears from the facts of 
this case, it seems to me that the taxpayer 
as merely collecting some of his royalty 
income in advance.” 


Thus, in this case prior to the Hawn 
decision, the court did not bring up the 
doctrines of life or substantiality as it did 
in the Hawn case. The Commissioner of 
Internal Revenue does not accept the doc- 
trines of life or substantiality, it is under- 
stood. He elected not to apply for certiorari 
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to the Supreme Court in the Caldwell case, 
possibly because not enough conflicting 
cases had developed in the lower courts 
for the Supreme Court to grant a certiorari, 
there being at that time only the Court of 
Claims Rudco case in conflict with the 
Caldwell case. It is yet possible that the 
taxpayer in the Hawn case will attempt 
certiorari. 


In the meantime, the Tax Court has de- 
cided other cases in the capital asset v. 
anticipated income conflict. The case of 
A. J. Slagter, CCH Dec. 21,201, 24 TC 935 
(1955), involved taxpayers who, in 1948, 
owned 45 oil and gas leases. They sold 
an oil payment in the face amount of 
$513,500, payable out of 60 per cent of the 
taxpayer’s interest in the leases, the sale 
price of the carved-out oil payment being 
$501,000 in cash. It appeared the pay-out 
period would be about eight years. Tax- 
payers needed to make this sale to liqui- 
date debts. The buyer was also given an 
option to buy, later, certain properties from 
the sellers. The sellers had owned the oil 
properties over six months. The court 
cited Lester A. Nordan, John D. Hawn and 
Caldwell v. Campbell, held that the sale was 
that of a capital asset and stated: “It is 
a transfer of the income producing property 
itself and not merely an assignment of 
income.” 


Both the plaintiff and the defendant stip- 
ulated that, if the court held for capital gain, 
the estimated cost at the assignment date 
of producing the oil assigned to the buyer 
should be deducted from the proceeds of 
the sale in computing the gain. This prin- 
ciple was briefly mentioned in G, C. M. 
24849 as an alternative, in case of capital- 
asset status. This has the effect of decreas- 
ing the capital gain in the year of the 
assignment and requiring capitalization of 
part of the operating lifting costs during 
the pay-out period, which over-all effect is 
to increase taxable income over all the years 
involved. The Tax Court appears to have 
agreed to this principle in the Slagter case, 
being stipulated to by all parties, but whether 
or not such would be required by the courts 
in general is an unsettled and interesting 
question. Such a similar question also in- 
volves A-B-C transactions, and there seems 
to be a growing tendency on the part of 
the Service to require a lease operator with 
a large oil payment outstanding to capitalize 
some of his expenses and—possibly—drill- 
ing, if any. In I. T. 4003, the Service pro- 
mulgated the anticipation-of-income theory 
to all carved-out oil payments and did not, 
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therefore, pursue further its mention in 
G. C. M. 24849 that if a carving-out is a 
capital-asset sale, then the price should be 
reduced by estimated future lifting costs. 
It is believed that considerable litigation 
concerning this question may be in pros- 
pect. It might, of course, involve any opera- 
tor of leases with oil payments outstanding. 
In view of informal discussions with per- 
sonnel of the Service, however, it is not 
likely that capitalization of any more than 
actual losses from operations on the part of 
the operator will be insisted upon, especially 
in view of the special ruling in the Atlantic- 
Houston deal. 


The Internal Revenue Service appealed 
the Slagter case to the United States Court 
of Appeals for the Seventh Circuit, where 
the case was decided with a new theory 
on November 29, 1956 (56-2 ustc § 9128). 
The court gave little importance to state 
law or state property rights, stating that 
these had no effect on federal taxation. 
It referred to the various cases relating 
to anticipated income, such as the Horst 
and Eubank cases, and also cited the Hawn 
case as decided against the taxpayer by 
the Fifth Circuit. This court brought forth 
an entirely different concept of such a trans- 
action—considering it a loan by the tax- 
payer—though admitting that the taxpayer 
did not actually promise to repay the funds 
advanced by the payment purchaser. The 
court stated: 


“We conclude that the income in ques- 
tion was taxable as ordinary income of the 
taxpayers as it accumulated and was paid 
from time to time to Ashland, and that the 
tax liabilities should be computed for the 
years in question upon the amounts of 
income thus realized and paid to Ashland 
in the respective periods.” 


Ashland was the oil-payment purchaser. 
It thus appears that this court considers 
such a carving-out process as merely a type 
of loan, payable from oil production, and 
that Slagter would not be taxable at all on 
the sales or loan proceeds at the carving- 
out date, but would be taxable on the oil 
sales as production developed—exactly as 
if he were actually receiving the production 
himself. Ashland, apparently, would be 
taxed in no way except to the extent of any 
interest or profit earned on the deal. This 
court, it appears, views such a transaction 
as it would a bank loan, where oil prop- 
erty is placed up as collateral and where the 
bank receives the oil runs to apply on the 
debt until paid. It developed that this oil 
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payment actually paid out in about five 
years. 

The approach of the Seventh Circuit, 
therefore, is entirely different from that of 
the Tax Court and the Fifth Circuit. It 
may be assumed that this approach will be 
under heavy attack. 

In William Fleming, cited above, decided 
in July, 1955, the Tax Court again held that 
a carved-out oil payment is a capital asset. 
The Commissioner appealed. The Fifth 
Circuit decided in favor of the taxpayer. 

In R. B. Cowden, cited above, in May, 
1955, the Tax Court decided a related issue. 
The taxpayers, in 1946, owned Texas land 
and executed an oil and gas lease, retaining 
the usual royalties and also retaining an oil 
payment of $480,000. They considered the 
royalty and oil payment as separate prop- 
erties, sold the oil payment in 1951, and re- 
ported the profit as capital gain. The 
Commissioner apparently considered the 
sale of the oil payment as ordinary income 
carved out of one property composed of 
the royalty and the payment. The Service 
appealed to the Fifth Circuit after the Tax 
Court decided for the taxpayer, but with- 
drew the appeal later. 

In April, 1955, in John Wrather, CCH 
Dec. 20,978(M), 14 TCM 345, the Tax 
Court again held that carved-out oil pay- 
ments were capital-asset sales and relied 
upon the Ortiz, Nordan, Hawn and Caldwell 
cases. No mention was made of lifting 
costs in the case. Taxpayers were operators 
for the leases involved. The Tax Court did 
not treat life or substantiality elements in 
its decision. The Fifth Circuit has decided 
in favor of the taxpayer. 

In September, 1955, the Tax Court de- 
cided P. G. Lake, Inc., CCH Dec. 21,233, 
24 TC 1016. P. G. Lake, Incorporated, 
engaged in developing oil properties, was 
indebted to P. G. Lake, an individual, in 
the amount of $600,000 on December 29, 
1950. The corporation, in consideration of 
the cancellation of the debt, assigned an 
oil payment to Lake, payable out of 25 per 
cent of seven eighths of all oil upon two 
leases, entitling Lake to receive $600,000 
net plus 3 per cent interest, payable monthly, 
on the unpaid balance. The corporation 
treated this transaction as long-term capital 
gain, whereas the Commissioner held that 
it was ordinary income less depletion under 
authority of I. T. 4003. No mention was 
made of capitalizing future lifting costs or 
reducing the price by estimated future lift- 
ing costs. The court held for the taxpayer 
again. The government issued notice of 
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nonacquiescence and filed an appeal with 
the Fifth Circuit, which decided in favor of 
the taxpayer. 

In W. F. Weed, CCH Dec. 21,235, 24 TC 
1025, the Tax Court, in September, 1955, 
held that the carving-out of a sulfur pay- 
ment from larger royalty interests was a 
long-term capital gain and was a convey- 
ance of property rather than future income. 
The court cited the Nordan, Hawn, Caldwell 
and Slagter cases. The government issued 
notice of nonacquiescence and filed an ap- 
peal to the Fifth Circuit, which decided in 
favor of the taxpayer. 


Conclusion.—At the date of writing of 
this study, the Service is adhering to its 
policy of construing all carved-out oil pay- 
ments as the assignment of future income 
rather than as the sale of a capital asset. It 
is generally believed that the Service will 
continue this holding until either Congress 
or the Supreme Court renders a different 
viewpoint mandatory; this is particularly 
true of oil payments with estimated lives 
of less than two years. Two factors should 
be stressed in this conflict, as regards an 
attempt to forecast the result. One is that 
the Tax Court has tried most of the cases. 
The other is that the Fifth and Seventh 
Circuits have been the only circuit courts 
to pass upon this question. All these courts 
seem to have divergent views of the prob- 
lem. The Tax Court seems to view the 
carving-out process as the sale of a capital 
asset. The Fifth Circuit views the process 
in the light of the particular circumstances, 
giving importance to the size of the payment 
relative to the entire property, and to the 
probable life and to the purposes of the 
carving-out. The Seventh Circuit views 
the carving-out process simply as the bor- 
rowing of money, with tax results entirely 
different from those under the concepts 
of either the Tax Court or the Fifth Circuit. 
With two circuit courts disagreeing, it may 
now be possible to gain Supreme Court 
attention to the problem if Congress does 
not act to clarify it by legislation. 

It seems likely that the Service, if it loses 
on the capital-asset issue, will insist upon 
the deduction from the sale price of esti- 
mated future lifting costs as regards the oil 
to be produced relative to the oil payment. 
It is difficult to see how such a principle 
could be applied, however, as to the carving- 
out from a royalty or larger production 
payment, since the owner of such interest 
does not incur lifting costs. If an oil pay- 
ment were carved out of a lease and took 
most of the oil, the application of this 
theory would often result in very little capi- 
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tal gain in the year of the sale and would 
increase ordinary income to the operator in 
years during the pay-out of the payment 
and, thus, would defeat to a considerable 
extent the effort of a taxpayer to secure 
the benefits of the capital-asset issue. 


In announcing the above principle as an 
alternative to the anticipated-income theory 
in G. C. M. 24849, the Internal Revenue 
Service apparently was giving some con- 
sideration to the application of the broad 
principles of accrual accounting. Thus, if 
a taxpayer takes into current income an 
item to be earned in the future, why not go 
a step further—to be consistent—and take 
into current expense the costs to be in- 
curred in the future to produce this future 
income? The application of generally rec- 
ognized accounting principles, however, as 
to ascertaining correct net income in any 
year would exclude income collected in ad- 
vance. H. A. Finney, in his book, Prin- 
ciples of Accounting, Intermediate (1942 Ed.), 
Prentice-Hall), on page 114, wrote: 


“Income collected in advance is appli- 
cable to a future period and should be de- 
ferred by setting up a deferred credit 
account.” 


The above is a generally recognized 
principle of accounting. It is certain fhat 
income should be reported synonymously 
with the expense applicable thereto. The 
1954 Code, in Section 452, originally ad- 
hered to this general principle for the first 
time, for accrual-basis taxpayers. Primarily 
due to the possible loss of revenues in the 
immediate future, however, this section has 
been repealed. As to the complete appli- 
cation of the principle, the courts and the 
Service have never gone far toward recog- 
nition of it. Its application as to carved- 
out oil payments would appear to be equita- 
ble, if not entirely practical. 


In an attempt to clarify the carved-out 
oil-payment problem, the Mills bill, H. R. 
9559, was introduced in Congress in Feb- 
ruary, 1956. This bill would enact into law 
that unpledged horizontal-cut carved-out 
production payments represent ordinary in- 
come less depletion, as to the proceeds re- 
ceived on an assignment. As to a gift, 
except as to charitable contributions, the 
donor would be considered as_ receiving 
the income, as produced, subject to the usual 
depletion. As to charitable contributions 
where the pay-out time is over two years, 
the donor would not be taxed on the pay- 
ments. At the time of writing of this 
paper, the Mills bill has not become 
law. It seems that similar legislation may 
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be enacted in 1957. The Mills bill, it should 
be noted, seems to recognize that the pos- 
ition of the government, as to charitable 
gifts of oil payments, discourages such gifts. 


Carved-Out Production Payments 
Pledged for Development 


Legal basis and explanation.—Pledged 
production payments are sometimes called 
development payments. The incidence of 
pledged production payments represents a 
phenomenon in tax procedure. During the 
past few years they have been in fairly wide 
use by taxpayers, primarily as an aid in 
financing the development of relatively new 
oil properties. 


The basic idea of the development pay- 
ment is that a lease operator may carve 
out a payment and assign it to an equip- 
ment dealer or drilling contractor in return 
for lease. equipment or for drilling a well. 
The operator may also assign a payment 
for cash and pledge to use the proceeds 
for developing the lease from which it is 
carved. He must actually use the proceeds 
in that manner. In either case, the Internal 
Revenue Service holds that the proceeds— 
of money, property or services—are not 
taxable in any way to the assignor. Fur- 
ther, he cannot capitalize the equipment 
involved and cannot expense the intangible 
drilling. The theory is that the assignor 
has no investment in the lease, insofar as 
the above-described transactions are con- 
cerned. The cost of the payment to the 
assignee is the cash, equipment cost or 
drilling cost supplied by him. The oil runs, 
applicable to the payment, are paid to the 
assignee, who reports them for tax purposes 
and generally deducts cost depletion to 
recoup his investment. 


The idea was slow in development, and 
probably had its germination in the early 
1930’s. In 1938, in the case of Commissioner 
v. Edwards Drilling Company, 38-1 ustc 
4 9211, 95 F. (2d) 719, the Fifth Circuit did 
not require the assignee-driller to capitalize 
his drilling costs as the cost of the oil pay- 
ment, stating that the oil payment received 
by him was an asset of uncertain and con- 
tingent value. This case is no longer fol- 
lowed, the theory now being that the as- 
signee has made a capital investment as his 
cost of the oil payment. The government 
acquiesced in the decision but withdrew 
acquiescence in 1940 as to the above issue. 

In 1938, the Board of Tax Appeals de- 


cided the case of Rocky Mountain Develop- 
ment Company, CCH Dec. 10,522, 38 BTA 
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1303. The taxpayer had furnished equip- 
ment in return for oil-payment rights. The 
Board held that the taxpayer was entitled 
to recoup all his costs before reporting any 
income. It appeared that the taxpayer capi- 
talized the equipment cost as the cost of 
the oil payments. The Commissioner acqui- 
esced in 1939. The Board and the taxpayer 
seemed to agree that there was a capital 
investment in the property by the taxpayer. 


In 1938, the Board of Tax Appeals, in 
Rawco, Inc., CCH Dec. 9920, 37 BTA 128, 
held that a corporation did not realize tax- 
able income upon the sale of production 
certificates or assignments where the corpo- 
ration was pledged to use the funds, and 
did use them, for drilling on the property 
involved. This case is one of the very few 
that get at the heart of the pledged-pay- 
ment idea. 


In 1942, the Fifth Circuit decided Com- 
missioner v. Rowan, 42-2 ustc J 9628, 130 F. 
(2d) 62. The court held that if a drilling 
contractor receives payment in an interest 
in the oil in place (a capital asset), the 
drilling expenses constitute the purchase 
price incident to the investment and com- 
prise a cost base recoverable by depletion. 
From the standpoint of the assignee, this 
established the rule which is generally 
recognized at this time. The Commissioner, 
in G. C. M. 22332, 1941-1 CB 228, had al- 
ready clarified the government viewpoint as 
being in accordance with the above holding. 
There do not appear to be any important 
cases since that time contesting this hold- 
ing. The government and the courts view 
the assignee’s position as being the investor 
in oil and gas in place, entitled to the 
greater of cost or percentage depletion, 
and taxable on the proceeds paid to him 
under the oil-payment right. 


The position of the parties in a pledged 
oil-payment deal was officially stated in 
G. C. M. 22730, 1941-1 CB 214. This ruling 
has been the subject of much study and 
favorable comment over the years. It was 
a long ruling by the Chief Counsel of the 
Bureau of Internal Revenue, in an attempt 
to state the viewpoint of the government 
on several aspects of oil and gas trans- 
actions; it has been of considerable help in 
that respect. It seems appropriate to quote 
the part of the ruling discussing the idea 
of the pledged or development oil payment: 


“It seems clear that the right to share 
in production, or the gross proceeds there- 
from, which distinguishes ownership of 
depletable economic interests in oil or 
mineral in place from nondepletable eco- 
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nomic advantages, including contractual 
rights to purchase the product or to share 
in net income, does not depend upon legal 
title to the oil and gas or mineral deposits. 
(Burnet v. Harmel . . . [287 U. S. 103], 
and Palmer v. Bender . . . [287 U. S. 551]). 
Also, as noted above, in the Palmer case, 
technical legal description or characteri- 
zation of the right was treated as imma- 
terial, the Court saying that the owner of 
a depletable economic interest includes any 
taxpayer who ‘has acquired, by investment, 
any interest in the oil in place, and secures 
by any form of legal rerationship, income 
derived from the extraction of the oil, to 
which he must look for a return of his 
capital’. In the Anderson case ., the 
Court in discussing the Perkins case . . ., 
involving an oil payment right reserved 
upon assignment, said the ‘decision did not 
turn upon the particular instrument in- 
volved, or upon the formalities of the con- 
veyancer’s art, but rested upon the practical 
consequences of the provision for payments 
of that type’. 


“Such language seems as applicable to 
grants as to reservations of economic in- 
terests, as the formalities of the convey- 
ancer’s art are quite as exacting in the 
reservation of interests as in the grant of 
interests. If, as the Court indicates, the 
mere stipulation for oil payments to a 
person having an investment or capital 
interest in oil properties amounts, in effect, 
to a retention of a depletable economic 
interest in oil in place to the extent of such 
oil payments, then it would seem to follow 
that an agreement entitling one making an 
investment (thereby acquiring a capital in- 
terest) in such properties to such payments 
would give him a corresponding depletable 
economic interest therein. The point as- 
sumes importance in view of the many 
contracts entered into by owners of lessee 
interests with well drillers to drill wells, 
equipment dealers to furnish equipment, 
and investors to furnish money for use in 
developing the leased property in return 
for agreements to make stated payments 
out of a share of the oil. By such arrange- 
ments, a lessee commonly lessens his own 
investment and the risks and burdens 
attending development by agreements to 
share the investment obligation and the 
proceeds of production. The lessee or 
assignee, like the lessor or assignor who 
retained a share interest in production 
having a value equivalent to that of the 
lessor’s prior interest but passed on to the 
lessee the investment obligations and risks 
that attend development for a share in 
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production; has parted with no capital in- 
terest but has merely in turn given another 
a right to share in production in consider- 
ation of an investment made by such other 
person. If the driller or equipment dealer 
is making an investment by which he ac- 
quires an economic interest in oil and gas 
in place, expenditures made by him repre- 
sent capital expenditures returnable tax- 
free through the depletion allowance rather 
than by way of expense deduction, and the 
oil payment rights acquired do not repre- 
sent payment in property for services ren- 
dered or supplies furnished. Similarly, one 
who, in return for an oil payment right, 
furnishes money which the lessee is pledged 
to use in developing the property would 
be regarded as making an investment repre- 
senting an addition to the reservoir of capi- 
tal investments in oil and gas in place (as 
distinguished from the purchase of an oil 
payment right from the lessee wherein 
there is no such pledge to invest the pro- 
ceeds in development and the buyer’s capi- 
tal investment would replace the lessee’s 
capital investment allocable to the interest 
sold). Such a transaction, involving a pledge 
to use the money furnished in developing 
the property, is distinguishable from a sale 
the proceeds of which are unqualifiedly re- 
ceived by the seller. This view seems to 
accord with the realities of such trans- 
actions. In none of such cases has the 
lessee parted with a capital asset, and the 
investments involved are not his invest- 
ments.” 


Thus, the Service regards a development 
payment as a type of sharing arrangement 
rather than a sale by the assignor. 


As previously pointed out, G. C. M. 24849 
and I. T. 4003 held that the sale of carved- 
out oil payments constituted ordinary in- 
come to the seller. In both instances, how- 
ever, the rulings excepted pledged oil pay- 
ments from their holdings. The Service and 
taxpayers appear to be content with the 
reasoning above outlined as to carved-out 
pledged payments, since no recent direct 
litigation appears to have developed on this 
principle. It may happen that litigation will 
develop as to the interpretation of the idea 
or as to various methods of effectuating 
the idea by taxpayers, there being several 
methods. 


Interpretations of development payments. 
—It seems worth while to examine a few 
interpretations of the development-payment 
principle. 

J. Waddy Bullion, in his work cited 
above, at page 40, wrote: 
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“A development payment may be sold for 
the purpose of defraying the cost of both 
intangibles and tangibles. Such a payment 
may be sold only for the purposes of pro- 
curing funds to purchase the tangible equip- 
ment placed in and on the wells. 
Under the development payment method 
of financing the operator has no tangible 
write-off and no capital investment in the 
leasehold equipment. 


“The Internal Revenue Service has also 
ruled that the owner of the working inter- 
est would realize no taxable income on the 
sale of a production payment to a third 
party for cash if the proceeds of the sale 
are pledged to the development of the 
property out of which the production pay- 
ment was carved. This raises the question 
of what constitutes a property for tax pur- 
poses. Under the Internal Revenue Code 
of 1954 ‘the term property means each 
separate interest owned by the taxpayer in 
each mineral deposit in each separate tract 
or parcel of land’. (Section 614, Internal 
Revenue Code of 1954.) Under this defi- 
nition adjoining leases acquired from differ- 
ent owners would each constitute a sepa- 
rate property.” 

Thus, the equipment, drilling or pledge 
must concern the property out of which the 
oil payment has been carved. A taxpayer, 
however, may be able to avoid this handi- 
cap if he elects in advance to aggregate 
into a single property two or more oper- 
ating properties, provided they constitute 
an operating unit. Section 614 of the Code 
treats this question. It probably will re- 
quire considerable time to see exactly the 
opportunities and limitations in this section. 
There is some evidence, from the Senate 
Finance Committee report, that the term 
“operating unit” is meant to be an aggre- 
gation of interests which may conveniently 
and economically be operated together as 
a single working unit. A taxpayer facing 
such a situation would be wise to request 
an advance ruling. 


Mr. Bullion writes further, in his paper, 
in treating development payments: 


“The sales proceeds should be deposited 
in a special bank account and used to pay 
for the services and materials going into 
the development of the particular property. 
By following this procedure there can be 
no question as to whether the proceeds of 
the sale were actually used in development 
of the property out of which the payment 
is carved.” 


The Mills bill, introduced in Congress in 
1956, excepted development payments from 
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the rule, enunciated therein, that the pro- 
ceeds of carved-out payments are ordinary 
income. 


Mertens’ Law of Federal Income Taxation, 
a service published by Callaghan & Com- 
pany, Chicago, in paragraph 24.60a, says: 


“Thus, if for example, an operator as- 
signs an oil payment right for a cash con- 
sideration which he is obligated under the 
terms of the assignment to use in develop- 
ing the property, the amount of the con- 
sideration is not deemed to be income of 
the assignor nor is it treated as his ex- 


penditure. G. C. M. 22730, C. B. 1941-1, 214. 


“If an operator carves out a royalty or 
oil payment from his working interest and 
assigns it to a driller in return for the drill- 
ing of a well on the property, the Revenue 
Service has taken the position that neither 
the operator nor the driller realizes income 
on the assignment. However, if the oper- 
ator assigns a royalty or oil payment to 
the driller in payment of an account stated, 
or in return for the drilling of a well on 
other property, the operator will be taxed 
as if he sold the royalty or oil payment for 
cash and paid the driller with the cash; and 
the driller will realize ordinary income at 
the time of the assignment measured by 
the then value of the royalty or oil pay- 
ment. The consequence of the assignment 
of a royalty or oil payment to a geologist 
or other person in return for services ren- 
dered in connection with the development 
of a lease may be similar to the conse- 
quences of an assignment to a driller, but 
there is little direct authority on this point.” 


The above was written in 1956 by Philip 
Zimet and Leo Diamond, of the New 
York bar. 


Relative to the matter in the last sen- 
tence of the quotation above, James R. 
Rowen, New York attorney, in his work 
cited above, at page 31, wrote: 


“Where the geologist or driller is a joint 
venturer or partner in the development of 
the property, as where A contributes his 
money, and B, a geologist or driller, con- 
tributes his services, to the development 
of the property, the parties will be part- 
ners. As a partner, B will not realize in- 
come until oil is produced. See Rev. Rul. 
54-84, 1954-1 C. B. 284. But it does not 
necessarily follow that the same rule ap- 
plies where A and B are not partners.” 


Revenue Ruling 54-84 gives a case of A, 
a capitalist, B, a lawyer, C, a lease superin- 
tendent, and D, a driller. A furnished all 
the money for the venture to acquire and 
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develop oil properties, and the other parties 
furnished services only. This was held to 
be a partnership, and the inference is clear 
that, in such a case, the parties furnishing 
services did not have taxable income by 
the act of becoming owners of economic 
interests in the oil properties. Of course, 
under the well-known general rule of tax- 
ation, a party receiving property for serv- 
ices is taxed at ordinary rates on the fair 
market value of such property and the party 
giving up the property deducts his property 
cost as expense. In the case of a true joint 
venture, partnership or sharing arrange- 
ment, particularly relative to acquisition 
and development of oil property, the gen- 
eral rule does not appear applicable under 
the above ruling, and also under G. C. M. 
22730 reasoning. However, this area has 
not been fully explored. Often, it would 
be a question of the interpretation of the 
facts and of the intention of the parties. 
A taxpayer in such a situation probably 
should seek the haven of a special ruling, 
if possible. 


Patterson wrote in Oil and Gas Taxes 
Service, Prentice-Hall, 1956, at pages 1054- 
1055, relative to pledged oil payments: 


“The assignor applies the cash or value 

of any property received to reduce his 
development costs. Thus to that extent he 
loses the deduction for intangibles and a 
basis for depreciation of equipment. 
A carved-out oil payment assigned to ex- 
tinguish a debt would be an assignment for 
property even though the debt was for cash, 
equipment, or services used in the develop- 
ment of the property from which the oil 
payment was carved. Hence the consider- 
ation would be treated under the rules appli- 
cable where consideration is not pledged 
for development.” 


Breeding and Burton—having outlined 
the general rules of development payments 
as given above—add, in their book, in dis- 
cussing sharing arrangements: 


“It is important to observe that the rules 
stated above are applicable only in the case 
of parties who make some contribution to 
the acquisition or development of the prop- 
erty. In such cases they are contributing 
to the reservoir of capital investment. 
(Palmer v. Bender, 287 U. S. 551). If the 
property is fully developed, the reservoir 
of capital is complete, and the so-called 
contributions do not add to it but effect a 
substitution for a portion of the reservoir. 
(Rawco, 37 B. T. A. 128). Hence, the cash, 
property, or services contributed must re- 
late to development of the property, and 
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may include equipment for a well, the 
property on which the well is to be drilled, 
any materials directly related to develop- 
ment (such as drilling materials), and also 
any services of the geologist, the driller, 
the leasemen who assemble the block, the 
attorney who clears title, and the account- 
ant who sets up the records. Services ren- 
dered or supplies furnished in connection 
with operation of the property after it has 
been full developed would not qualify as a 
sharing arrangement. (Rawco, 37 B. T. A. 
128). It is also necessary that the contri- 
bution to acquisition or development be 
made, or agreed to, before the costs have 
been incurred. The position of the 
contributor to the reservoir of capital in a 
sharing arrangement must be differentiated 
from that of the person who performs 
services or furnishes supplies with the 
understanding that he is to be paid a sum 
of money for such services or supplies, but 
who accepts an interest in the property in 
discharge of the money obligation.” ” 


Practical considerations.—It has been 
shown that a pledged oil payment must not 
be given to satisfy a liability previously 
incurred and that it must be carved out 
of the property on which the development 
is to occur. It must also satisfy the test 
of a true oil payment in that the assignee 
must look solely to production for recovery 
of his capital. 


As a practical matter, sometimes the 
payments are assigned directly to equip- 
ment dealers or drilling contractors for 
equipment or drilling services. In other 
cases, they are assigned to oil-payment 
buyers for cash with the pledge: in the 
assignment. Quite often, the oil-payment 
buyer borrows the money from a bank to 
buy the payment and mortgages the oil 
payment with the bank as security. His 
profit is earned by a fee, bonus or interest 
factor. The assignment often includes in- 
terest in addition to the face amount. 


As to the relations of the parties involved, 
there are no rulings or decisions directly 
in point. To avoid litigation, however, many 
tax practitioners believe that a pledged- 
payment transaction, like an A-B-C trans- 
action, should be between independent par- 
ties and should be bona-fide, arm’s-length 
transactions. Otherwise, the Service might 
view the pledge as without substance and 
tax the assignor as in the case of a non- 
pledged carved-out oil payment. In the 
recent case of W. A. Adams v. Pitts, Direc- 


“@ Breeding & Burton, work cited at footnote 
3, at pp. 75-76. 
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tor, 56-2 ustc J 9660 (DC S. C.), the court 
stated: 


“Time after time, in litigation over income 
taxes, the government has, with remarkable 
success, maintained that the Income Tax 
Law should be construed realistically. ‘Sub- 
stance, not form’ has been its argument.” 


Thus, as to all oil-payment transactions, 
the taxpayer who wishes to avoid litigation 
will consider both substance and form. 


Conclusions and Proposals 


General difficulties in income taxation. 
—In 26 Southern California Law Review 396 
(July, 1953), Richard C. Bergen stated: 


“Oil and gas tax law is confusing and 
bewildering to the courts, difficult and peril- 
ous to the practitioner, and incomprehensi- 
ble in many respects to the ordinary client.” 


This study of production payments may 
suggest the tax uncertainties involved in 
the oil industry. The oil industry steadily 
grows in complexity. Various types of 
sharing arrangements, carried interests, 
financing deals, farm-outs, joint ventures, 
and other complex transactions are more 
common and necessary than in the early 
days of the federal income tax laws. To 
survive, the oilman must give serious con- 
sideration to the impact of taxes but, in 
planning the course of his business, he is 
constantly faced with uncertainties taxwise. 
What can he, individually, and what can 
the industry, do about such a problem? 
What can Congress do? 


Actually, of course, the tax problem of 
the oil industry is not much different from 
that of any other industry except, perhaps, 
that it is more uncertain and complex. 
Fundamentally, income tax law is an at- 
tempt to arrive at net profit. It is law 
applied to the principles of accounting. 
Astute and experienced tax practitioners, 
knowing that law and accounting are not 
exact sciences, have long been aware of 
the difficulties surrounding the fundamental 
idea of attempting to arrive at the net profit 
concept in a complex society. As industry has 
become more involved, the problem has ac- 
celerated, 

Much has been said and written about 
simplifying income tax law. Probably much 
can be done in this respect, but most tax 
practitioners have long ago abandoned the 
idea that a basic and well-understood in- 
come tax law can be written in a few pages 
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that will cover all the involved transactions 
of a complex society and still achieve equity 
and the necessary revenue. Relative to that 
type of problem, T. Coleman Andrews, former 
Commissioner of Internal Revenue, and 
long-experienced in taxation, was quoted 
as follows, in the U. S. News & World 
Report of May 25, 1956, in a copyrighted 
interview: 


“One of the basic problems of the income 
tax is to achieve both simplicity and equity 
at the same time. Thus far, no one has 
been able to do both. The more equity you 
get the greater the complexity becomes.” 


In discussing the problems of enacting 
into law the 1954 Code, which was the most 
complete revision of income law in _his- 
tory, Mr. Andrews was also there quoted 
as stating: 


“In planning its operation on the income 
tax this Administration had a fine corps 
of experts in the Secretary’s office; it had 
the finest people we had in our shop, the 
Revenue Service; it had the staff of the 
Ways and Means Committee of the House, 
the Finance Committee of the Senate, the 
Joint Committee of Internal Revenue Tax- 
ation of Congress; it also had representa- 
tives of the American Bar Association, the 
American Institute of Accountants, the 
Comptroller’s Institute, and goodness knows 
how many more organizations. 


“It gathered together the finest group 
of technicians, practitioners, and business 
people that any administration had ever 
assembled before for any purpose. What 
did it come up with? It achieved simplicity 
in the sense that the mechanical arrange- 
ment of the Code is better. It closed some 
loopholes. It accomplished more fairness 
and justice. But it still has a tax bill that 
is over 1000 pages long and is so compli- 
cated that 18 months already have gone by 
and all the official interpretations—that is, 
the regulations based on the law—aren’t 
out yet.” 


Mr. Andrews went on to say: 


“Following World War II, a group of 
25 to 30 economists, lawyers, accountants, 
and businessmen sat for four years trying 
to define one term, ‘business income’. This 
group never was able to come to unanimous 
agreement.” 


There has been a considerable amount of 
discussion about abolishing the income tax. 
In the foreseeable future, it is probably fu- 
tile even to discuss such a proposal. Repre- 
sentative Daniel Reed, long experienced on 
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the House Ways and Means Committee, in 
a public statement said: 


“Some individuals today are advocating 
repeal of the federal income tax on the 
ground that it has become too complicated 
and too erratic in its application. In my 
opinion, this proposal is like trying to cure 
the patient by killing him. It is totally 
unrealistic to talk about abolishing the in- 
come tax. ... 


“Those who suggest abolition of the in- 
come tax have not offered any alternative 
source of revenue. I can only suppose that 
such an alternative would take the form 
of a genera] sales tax or some similar pro- 
posal. Primary reliance on such a method 
of taxation would impose unfair burdens 
on millions of Americans. Those least able 
to pay would be those hardest hit. There- 
fore, to be realistic, we must recognize that, 
so long as our Government requires billions 
for our security and other essential oper- 
ations, the income tax is the only practical 
and fair method of raising most of this 
revenue. This is not to say that there is 
not room for improvement in our income tax 
structure.” 


Representative Reed went on to discuss 
the mammoth task involved in working out 
the 1954 Code, and added: 


“Tt has been estimated that about 700,000 
man-hours of work went into the develop- 
ment of that legislation. Experts from all 
over the country lent their assistance. There 
is no question but that the present strength 
and vitality of our economy is due in no 
small part to the sounder tax rules which 
the new law contains. We were successful 
in developing greater simplicity and clarity 
in many areas which had confused tax- 
payers in the past.” 


“The fact remains, and I would be the 
last to deny it, that the income tax is still 
complicated and still poses difficult prob- 
lems for the average taxpayer. We must 
recognize that every time a new relief pro- 
vision is enacted, whether for business or 
the average individual, and no matter how 
meritorious, new complexities are created 
in the tax structure. This is inevitable. 
Each new amendment designed to promote 
greater equity in the system as a whole 
must take the form of an exception to the 
general rule. Thus, no matter how sound, no 
matter how fair, each new exception almost 
invariably creates a new complication.” 


Representative Reed then recommended, 
as soon as possible, a decrease in tax rates 
and further simplification of the law by 
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eliminating as many special exceptions as 
possible. 


A majority of realistic, thinking tax prac- 
titioners and taxpayers probably agree with 
the viewpoints of Representative Reed. It 
may safely be assumed that it will never 
be possible to enact a short, simple income 
tax law that will be equitable. Indeed—for 
purposes of clearness and guidance for tax- 
payers, the Service and the courts—many 
areas of it most probably will require 
lengthening. An example is the question 
herein as to the sale of carved-out pro- 
duction payments, where the courts and the 
Service are in conflict. The matter must 
be settled. It has been in question now for 
at least ten years. Taxpayers in the oil 
industry need to have this conflict decided. 
Congress probably should lengthen the 
Code to settle this question once and for 
all. It might require many more years for 
it to reach the Supreme Court. Without 
doubt, much can be done to clarify the 
basic law, but Congress can only hope to 
enact fairly broad general principles of law. 


Leaving the matter of the basic law, it 
seems worth while to inquire briefly into 
what other means might be suggested to 
allow taxpayers to become better informed 
as to their particular tax positions. 


Regulations and rulings.—The published 
regulations represent the official explanation 
and interpretation of the basic Code. They 
are issued by the Treasury Department 
after much consultation with members of 
Congress and others. For all practical pur- 
poses, they have the force of law unless 
overthrown by the courts or Congress. 
Needless to. say, it is a vast undertaking to 
write these regulations, particularly where 
many changes in the Code have been made, 
as was the case in 1954. The regulations 
have not yet been entirely completed for 
the 1954 Code. Changes in the regulations 
are made from time to time to conform to 
court decisions or for clarification. 


Without minimizing the difficulties as to 
preparing the regulations, it would repre- 
sent soundness to suggest that they be 
couched in more practical terms; give more 
examples; in many areas, be lengthened; 
and, in general, get right down to everyday 
business language and practices. Many 
areas of the Code have not, in the past, 
been sufficiently interpreted. To be specific, 
many tax problems of the oil industry— 
especially those developing in recent years— 
have been but sketchily treated, if treated 
at all. Examples are A-B-C transactions, 
carried interests, carved-out oil payments, 
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pledged oil payments, and sharing arrange- 
ments. In other cases, the regulations them- 
selves, which are interpretative in purpose, 
are extremely difficult to interpret and apply 
to a practical business transaction. For 
example, in effect, the regulations relative 
to Section 751(a) of the 1954 Code interpret 
that any money received by a partner for 
his share of partnership unrealized receiv- 
ables or appreciated inventory shall repre- 
sent ordinary gain or loss. It seems difficult 
to conceive of there being a loss in the case 
of unrealized receivables or appreciated in- 
ventory, and the regulations do not appear 
to treat depreciated inventory. Many of the 
uncertainties attending taxpayers in the oil 
industry might be eliminated by a more 
complete and clear interpretation of the law 
by the Treasury Department. Only a few 
of these uncertainties have been treated in 
this study.: 


The Treasury Department also attempts 
to clarify and enunciate its thinking by 
issuing various types of published rulings 
from time to time. This practice is most help- 
ful. It is submitted that more rulings should 
be issued, especially in areas of difficulty and 
doubt. The Treasury Department is in a 
good position to know where the most 
difficult areas lie. Often, the exact position 
of the government is either unknown or in 
doubt. The clearing-up of such situations 
should be prompt, so that the taxpayers will 
at least know the holdings of the govern- 
ment. 


A detailed treatment of the mechanics 
involved in a taxpayer’s securing a private 
official ruling relative to his particular prob- 
lem is beyond the scope of this paper. A 
taxpayer with a doubtful proposed or con- 
summated transaction or tax problem be- 
fore him may, under certain rules, be able 
to secure a private ruling from Washington 
or from the director of internal revenue in 
his district. These rulings are sometimes 
published, with names deleted, if they are 
of general application; they are not pub- 
lished if they are believed to be not of 
general use or value. Such rulings are help- 
ful. Often, however—especially in the case 
of proposed transactions—it is impractical 
to try to secure a ruling because of the 
lack of time. A ruling often requires much 
work and thought by both the taxpayer and 
government officials. It would be helpful if 
the government would endeavor to speed 
up rulings and give every encouragement 
to the dissemination of information by 
means of rulings. It is also believed that 
many more private rulings—especially relat- 
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ing to the oil industry—should be published 
with names deleted, so as to give guidance 
to all taxpayers. 


Litigation.—As may be seen in this paper 
the courts are very slow in acting on tax 
questions. A tax conflict between the tax- 
payer and the government, involving a ques- 
tion of interest and importance for thousands 
of taxpayers, may not be settled for several 
years. The Hawn case, in the Fifth Circuit, 
discussed above, concerned an occurence in 
1949. The court of appeals decided the case 
in 1956, but the issue is not completely 
settled and will not be settled until either 
Congress or the Supreme Court acts on the 
problem. There is also the problem of ex- 
pense involved for taxpayers wishing to 
contest government holdings. Further, there 
is the matter of lack of uniformity in think- 
ing on the parts of the various courts, as 
illustrated by carved-out payment problems. 


Many tax attorneys seem to believe that 
the court system is not well adapted to tax 
litigation. The 11 United States courts of 
appeals, in the four years from 1952 through 
1955, where the taxpayer appealed, reversed 
findings of the Tax Court in some 34 per 
cent of their cases. The Tax Court, of 
course, handles tax cases exclusively, while 
the courts of appeals handle all types of 
cases. This divergence results in incon- 
sistency and creates considerable havoc. 


In his article, “Achieving Uniformity 
Among the 11 Courts of Last Resort,” ap- 
pearing in TAXEs for May, 1956, at page 311, 
Peter K. Nevitt, attorney, made the follow- 
ing points relative to inconsistencies in the 
interpretation and enforcement of the tax 
laws: 


an 


There is little argument that uniformity 
of application is essential to the 
enforcement of revenue laws. 


“Inasmuch as the courts of appeals have 
demonstrated that they are unable to achieve 
consistent decisions by themselves, an out- 
side unifying influence must be exerted upon 
them. 


. . . Uniformity can easily be achieved if 
the Supreme Court will grant certiorari in 
more tax cases. In recent years the number of 
tax cases considered by the Supreme Court 
has greatly declined as its case load of con- 
stitutional and administrative law questions 
has increased. .. . 


“One of the reasons that the Supreme 
Court may believe that review of tax 
cases is relatively unimportant is the Com- 
missioner’s disturbing habit of failing to fol- 
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low adverse decisions even though he has 
no case law in his support of his position.” 


Mr. Nevitt seems to be referring to situa- 
tions such as have developed in the carved- 
out oil-payment capital-asset v. anticipated- 
income conflict, described at some length 
above, where the Commissioner is not bound to 
follow the preponderance of court decisions, 
which have been particularly definitive as 
to long-life payments. In passing, it might 
be noted that in this study of this question 
no federal district court decisions were men- 
tioned. There has recently been at least one 
case, O’Connor v. Scofield, 56-1 ustc { 9397, 
aff'd, 57-1 ustc J 9365, There, the taxpayer, an 
estate, in order to pay federal estate taxes in 
1948, carved out and sold a $10 million oil pay- 
ment, which paid out in about three years and 
which was a substantial part of the taxpayer’s 
oil rights. The court rendered a decision for 
the taxpayer in March, 1956, declaring the 
sale bona fide, a sale of real property, not 
an assignment of income, substantial, long- 
lived, and the sale of a capital asset. The 
court seemed to give some consideration to 
the purpose of the carve-out and to the life 
and substantiality doctrines. The property 
carved from was royalty interests. 


Further, relative to the Commissioner’s 
power to disregard the courts, except as to 
the Supreme Court, it might be noted here 
that it has not escaped the notice of Con- 
gress. In a recent published hearing before 
the House Subcommittee on Appropriations 
(see CCH Sranparp FeperaAL Tax Reports 
(1956 Edition), pages 58,855-58,884), the 
Commissioner was questioned about this 
practice, as well as on other matters such 
as rulings, slow issuance of regulations, 
complications of the law, litigation expenses 
for the “littlke man,” and the limited juris- 
diction which the Supreme Court can as- 
sume in the tax field. The Commissioner 
was also questioned about the occasional 
practice of the government’s not following 
decisions of courts even when it. does not 
file an appeal with the Supreme Court. In 
answer to these questions, the Commissioner 
filed a lengthy statement giving specific 
examples; pointing out administrative policy; 
noting that such practices were relatively 
rare; asserting the problem where a decision 
would not result in fair administration on 
a nation-wide basis; mentioning that it 
would often be unwise to acquiesce too 
quickly to a circuit court decision; pleading 
protection of the revenues; and stating that 
acceptance of certain decisions would open 
up conflicts in other fields. He finally 
stated: 
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“The above examples will serve to illus- 
trate in small measure why it would not be 
consistent with these fundamental objec- 
tives for the Government to follow each and 
every adverse court of appeals decision, in- 
asmuch as such a policy applied on a nation- 
wide basis could only lead to confusion, 
unfairness, and complete lack of uniformity.” 


Justin F. Winkle, Assistant Commissioner, 
told the subcomittee: “We take the position 
that in the last analysis the Supreme Court 
is the court of last resort.” He was asked: 
“Why do you not appeal it to the Supreme 
Court so that it will be finally resolved?” 
Mr. Winkle answered that “in some in- 
stances it is appealed, but there are not 
always sufficient grounds that will satisfy 
the Supreme Court in accepting the case for 
final review.” Representative J. V. Gary, 
chairman of the subcommittee, had made 
the following statement in the hearing: 


“Tt would seem to me that if the Service 
has a case they carry to the circuit court 
of appeals and they lose it, they should 
accept that decision or appeal it to the 
Supreme Court of the United States.” 

Mr. Nevitt, in 
continued: 


his article cited above, 


“Legislation requiring the Commissioner 
to follow Tax Court decisions and court of 
appeals decisions which he does not appeal 
would place appeals for certiorari in tax 
cases reaching the Supreme Court in a new 
significant light. . . . 


“Congress is able to achieve uniformity, 
however, by creating a court to handle tax 
questions exclusively Indeed, it 
established the Tax Court for that purpose. 
The unifying influence of the Tax Court 
has been largely lost over the years, how- 
ever, as its decisions have been subjected to 
a broad review. .. . 

a In the celebrated decision of Dob- 
son v. Commissioner, 44-1 ustc 9108, 320 
U. S. 489 (1943), . . . the Supreme Court 
attempted to reduce the number of appeals 
and inconsistencies developing between the 
circuits by restricting review of Tax Court 
decisions by the courts of appeals to ‘clear- 
cut mistakes of law’. 


“The Dobson case proved to be no panacea. 
It quickly became one of the most contro- 
versial Supreme Court cases of all time. 
: Actually, the Dobson opinion was 
entirely consistent with the intent of Con- 
gress .. Which was to grant a ‘body of 
experts’ ‘exclusive power finally to 
determine the facts upon which tax liability 
is based’ and to limit appellate review ‘to 
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what are commonly known as questions of 
law’. The Dobson case came as a shock 
because the courts had to some extent ig- 
nored that intent over the intervening years. 


“With such unbridled review, it is not 
surprising that the present situation has 
arisen in which the courts of appeals reverse 
the Tax Court one third of the time, with 
attendant inconsistencies among the circuits 
in the interpretation and enforcement of the 
tax laws. This is exactly what Justice Jack- 
son, in the Dobson case, predicted would 
occur if review of the Tax Court decisions 
was not in some way limited. Review of 
Tax Court decisions is now much broader 
than it was prior to the Dobson case.” 


It may easily be seen how bewildering tax 
litigation has now become for most tax- 
payers, not to mention tax practitioners. 
Upon what can a taxpayer rely in planning 
and operating his business if even the courts 
are in wide disagreement about interpreta- 
tion of the law? 


The Supreme Court, in the Dobson case, 
described the Tax Court as follows: 


“The court is independent, and its neu- 
trality is not clouded by prosecuting duties. 
Its procedures assure fair hearings. Its 
deliverations are evidenced by careful opin- 
ions. All guides to judgment available to 
judges are habitually consulted and re- 
spected. It has established a tradition of 
freedom from bias and pressures. . . . It 
deals with a subject that is highly specialized 
and so complex as to be the despair of 
judges. It is relatively better staffed for its 
task than is the judiciary. . . . Its members 
not infrequently bring to their task long 
legislative or administrative experience in 
their subject. The volume of tax matters 
flowing through the Tax Court keeps its 
members abreast of changing statutes, regu- 
lations, and Bureau practices, informed as 
to the background of controversies and 
aware of the impact of their decisions on 
both Treasury and taxpayer. Tested 
by every theoretical and practical reason 
for administrative finality, no administrative 
decisions are entitled to higher credit in the 
courts.” 


The question might well be asked, then, 
even by laymen, as to why it would not be 
wise to allow the Tax Court, in the first 
instance, to handle all tax litigation, to ac- 
cept findings of fact by such court, to estab- 
lish a United States court of tax appeals 
for review of Tax Court cases as to legal 
questions, to leave the Supreme Court in 
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its position of granting certiorari as it deems 
necessary and, finally, to require the Service 
to accept findings of the court of tax appeals 
as binding unless they ure appealed to the 
Supreme Court. 


All business faces basic uncertainties. As 
for the oil producer, the Texas Court of 
Civil Appeals in Logan v. Elliott, 61 S. W. 
(2d) 157, gives this portrait: 


“The uncertainties of finding oil, the vicis- 
situdes of drilling and production, the whim- 
sical traits of wells after being brought in, 
are common knowledge. All of them make 
such a contract highly speculative in its 
nature. It is generally a gamble upon the 
fickle wheel of fortune.” 


The inherent and unavoidable complexity 
of the basic idea of income taxes represents 
a most difficult problem. But if the idea is 


to be workable in the long run, Congress 
must insist upon full, clear and prompt 
clarification of the law, by doing its utmost 
to simplify the law itself and then, further, 
by working out some plan for court uni- 
formity and by requiring the government 
to publish its viewpoints in clear and com- 
plete terms in all areas of modern business 
transactions. In those ways, it is obvious 
that important steps will be taken toward 
education of the taxpayers in what to do 
about income taxes. Both Congress and the 
Internal Revenue Service seem to be aware 
of the uncertainties facing taxpayers in 
many areas, but there is much to be done 
about the problem in several areas sug- 
gested in this examination. Taxpayers want 
to see the light of day, taxwise, so that they 
can more intelligently chart the course of 
their affairs. [The End] 
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retirement credits) within six to eight 
months after returns are filed; (3) to set a 
goal of publishing complete statistics within 
18 months after the close of the filing period 
for a taxable year; and (4) to consider re- 
quiring corporations to file a duplicate with 


their original tax returns to expedite 
compilation of statistics. 
The Tax Court 


Recently, the Tax Court found itself in 
a very anomalous position. It was called 
upon to decide an issue on which, in a pre- 
vious case, it had been reversed by a circuit 
court. In the more recent decision (Arthur 
L. Lawrence, CCH Dec. 22,224, 27 TC —, 
No. 83), the Tax Court explains its position 
and its policy in such circumstances. The 
irony of this decision is that it too is appeal- 
able to the court which reversed the Tax 
Court on the same point. This explanation 
is well worth setting out here. 


“One of the difficult problems which con- 
fronted the Tax Court soon after it was 
created in 1926 as the Board of Tax Appeals 
was what to do when an issue came before 
it again after a Court of Appeals had re- 
versed its prior decision on that point. 
Clearly, it must thoroughly reconsider the 
problem in the light of the reasoning of the 
reversing appellate court and, if convinced 
thereby, the obvious procedure is to follow 

‘2 If the issue turned upon a rule of law pe- 
culiar to some state or states within that Cir- 


cuit, the practice of the Tax Court has been to 
follow the rule as laid down for that Circuit.”’ 


Oil Production Payments 


the higher court. But if still of the opinion 
that its original result was right,’ a court 
of national jurisdiction to avoid confusion 
should follow its own honest beliefs until 
the Supreme Court decides the point.7_ The 
Tax Court early concluded that it should 
decide all cases as it thought right. 


“This was not too difficult if appeal in the 
later case would not lie to the reversing 
Circuit. Missouri Pacific Railroad Co., [CCH 
Dec. 6719] 22 B. T. A. 267, 287, which fol- 
lowed Western Maryland Railway Co., [CCH 
Dec. 4167] 12 B. T. A. 889, after that case 
had been reversed, [1 ustc 419] 33 Fed. 
(2d) 695 (C. A.-4). The difficulty increased 
when the Tax Court adhered to its own 
opinion when appeal would lie to the re- 
versing Circuit. Southern Railway Company, 
[CCH Dec. 7925] 27 B. T. A. 673, 688, affd. 
on the bond discount issue [35-1 ustc 
{ 9066] 74 Fed. (2d) 887 (C. A.-4); Estate 
of Edward P. Hughes, [CCH Dec. 15,510] 
7 T. C. 1348, 1350; Harold Holt, [CCH Dec. 
20,703] 23 T. C. 469, 473. The pressure 
increased in situations where more than one 
Court of Appeals differed with the Tax 
Court, but was relieved if one or more 
agreed with the Tax Court. Robert L. Smith, 
[CCH Dec. 14,991] 6 T. C. 255, 257. Cf. 
Putnam v. Commissioner, [57-1 ustc J 9200] 
— U. S. — (12-3-56). The Court of Ap- 
peals for the Eighth Circuit in that case 


‘2 The United States Customs Court and the 
Court of Claims are other national courts op- 
erating on the trial court level, but they do not 
have similar problems since the appeals in each 
case go to an appellate court which also has 
a nation-wide jurisdiction.”’ 
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“The review and reform of America's 
current tax maze—a program 
indispensable to progress under our 
free economy—should be extremely 
high on the 85th Congress’ priority 
list.""——Senator Alexander Wiley. 


affirmed a Memorandum Opinion of the 
Tax Court [CCH Dec. 20,331(M), 13 TCM 
458], [55-2 ustc J 9604] 224 Fed. (2d) 947. 
The Supreme Court affirmed, after granting 
certiorari, because of alleged conflict with 
Pollak v. Commissioner (C. A.-3) [54-1 ustc 
9149] 209 Fed. (2d) 57, reversing [CCH 
Dec. 19,667] 20 T. C. 376; Edwards v. Allen 
(C. A.-5) [54-2 ustc J 9681] 216 Fed. (2d) 
794; Cudlip v. Commissioner (C. A.-6) [55-1 
ustc J 9239] 220 Fed. (2d) 565, reversing a 
Tax Court Memorandum Opinion [CCH Dec. 
19,976(M), 12 TCM 1290]. See also Basalt 
Rock Co., Inc., [CCH Dec. 16,335] 10 T. C. 
600, reversed (C. A.-9) [50-1 uste { 5949] 
180 Fed. (2d) 281, cert. denied 339 U. S. 966 
and Salko [Sokol| Brothers Furniture Co. v. 
Commissioner, [50-2 ustc § 5970] 185 Fed. 
(2d) 222 (C. A.-5), affirming a Tax Court 
Memorandum Opinion [CCH Dec. 16,878(M), 
8 TCM 239] which had followed [CCH Dec. 
16,335] 10 T. C. 600, cert. denied 340 U. S. 
952. Several Courts of Appeals have affirmed 
the Tax Court on the point decided in the 
present case. 


“The Tax Court and its individual Judges 
have always had respect for the 11 Courts 
of Appeals, have had no desire to ignore or 
lightly regard any decisions of those Courts 
and have carefully considered all sugges- 
tions of those Courts. The Tax Court not 
infrequently has been persuaded by the rea- 
soning of opinions of those Courts to change 
its views on various questions being liti- 
gated. Cf. Estate of William E, Edmonds, 
[CCH Dec. 18,040] 16 T. C. 110; Albert L. 
Rowan, [CCH Dec. 20,456] 22 T. C. 865; 
James M. McDonald, [CCH Dec. 20,939] 
23 T. C. 1091; Mills, Incorporated, [CCH 
Dec. 22,201] 27 T. C. — (1-8-57). 

“This change of position sometimes back- 
fires. The Tax Court, in Wm, J. Lemp 
Brewing Company, [CCH Dec. 19,050] 18 
T. C. 586, abandoned its decision on an issue 
in the face of reversals and disagreements 
on the part of Courts of Appeals for the 
Second and Eighth Circuits and the District 
of Columbia. It followed its new position 
on that point in De Soto Securities Company, 
[CCH Dec. 21,313] 25 T. C. 175, but was 
reversed by the Court of Appeals for the 
Seventh Circuit, [56-2 ustc J 9820] 235 Fed. 
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(2d) 409. Again, the Tax Court, five Judges 
dissenting, in Burrus Mills, Inc., [CCH Dec. 
20,460] 22 T. C. 881, after being reversed on 
the point involved therein by the Courts 
of Appeals for the Second, Seventh, Third 
and Sixth Circuits, concluded that it would 
have to follow those Courts, but later, in 
a case coming from the Court of Claims, 
the Supreme Court of the United States de- 
cided the point as the Tax Court had originally 
decided it. United States v. Anderson, Clay- 
ton & Co., [55-2 ustce J 9747] 350 U. S. 55. 
The Tax Court is not indifferent to the 
fact that a Court of Appeals has taken 
exception to its failure to follow a decision 
of that Court. Cf. Stacey Mfg. Co. v. Com- 
missioner, [56-2 ustc J 10,008] 237 Fed. (2d) 
605. It repeatedly indicates in its opinions 
that it takes such action reluctantly and 
only because, after thorough re-examina- 
tion, it can not agree with the particular 
holding involved. 


“The Tax Court has always believed that 
Congress intended it to decide all cases 
uniformly, regardless of where, in its nation- 
wide jurisdiction, they may arise, and that 
it could not perform its assigned functions 
properly were it to decide one case one 
way and another differently merely because 
appeals in such cases might go to different 
Courts of Appeals. Congress, in the case 
of the Tax Court, ‘inverted the triangle’ so 
that from a single national jurisdiction, the 
Tax Court, appeals would spread out among 
11 Courts of Appeals, each for a different 
circuit or portion of the United States. 
Congress faced the problem in the begin- 
ning as to whether the Tax Court jurisdic- 
tion and approach was tg be local or nation 
wide and made it nation wide. Congress 
expected the Tax Court to set precedents 
for the uniform application of the tax laws, 
in so far as it would be able to do that. 
Hearings before Ways & Means Committee, 
Revenue Act 1926, pp. 10, 869, 878, 911, 926, 
932; H. Rept. No. 1, 69th Cong., Ist Sess., 
pp. 17-19; Congressional Record, Vol. 6/7, 
pp. 1136-7, 3749. 


“The Tax Court feels that it is adequately 
supported in this belief not only by the 
creating legislation and legislative history 
but by other circumstances as well. The 
Tax Court never knows, when it decides a 
case, where any subsequent appeal from 
that decision may go, or whether there will 
be an appeal. It usually, but not always, 
knows where the return of a taxpayer was 
filed and, therefore, the circuit to which 
an appeal could go, but the law permits 
the parties in all cases to appeal by mutual 
agreement to any Court of Appeals. Sec- 
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tion 7482(b)(2), I. R. C. 1954. Further- 
more, it frequently happens that a decision 
of the Tax Court is appealable to two or 
even more Courts of Appeals. A few ex- 
amples will illustrate. A corporation, having 
stockholders scattered over the United States, 
makes a distribution to all. The Commis- 
sioner holds it taxable as a dividend from 
accumulated earnings. The stockholders join 
in a trial before the Tax Court which de- 
cides the issue as to all petitioning stock- 
holders, contrary to a decision of Court 
of Appeals A, which reversed a prior Tax 
Court decision, but perhaps in line with an 
affirming decision of Court of Appeals B. 
Cf. Edwin L. Wiegand, [CCH Dec. 17,462] 
14 T. C. 136 reversed (C. A.-7) [51-1 uste 
79319] 189 Fed. (2d) 167, affd. (C. A.-3) 
(6-26-53, unreported), later reversed (C. A.- 
3) [52-1 ustc 79199] 194 Fed. (2d) 479. 
If it had rendered a separate different deci- 
sion for those stockholders in Circuit A, 
what amount of accumulated earnings would 
remain for future distributions? Another 


situation was presented by the Richmond 
Hosiery Mills. That corporation filed its 
corporate returns for three years with the 
collector of internal revenue for the district 
of Georgia and for one intermediate year 
with the collector of internal revenue for 
the district of Tennessee. It received one 
notice of deficiency and filed a single peti- 
tion in the Tax Court each covering all 
four years. The Tax Court decided the 
case for all four years in a Memorandum 
Opinion and entered but one decision in 
the proceeding. The taxpayer took appeals 
to the Circuit Courts of Appeals for both 
the Fifth Circuit and the Sixth Circuit, in 
the former as to three of the years and 
in the latter as to a single year. The Sixth 
Circuit, in Richmond Hosiery Mills v. Com- 
missioner, [56-2 ustc J 10,008] 237 Fed. (2d) 
605, a companion case with Stacey Mfg. Co., 
supra, followed its own prior decision in 
Owensboro Wagon Company v. Commissioner, 
[54-1 ustc § 66,068] 209 Fed. (2d) 617, re- 
versing [CCH Dec. 19,209] 18 T. C. 1107, 
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Senate Banking Committee Chairman Harry F. Byrd raises his eyebrows as 

he looks over a copy of President Eisenhower's budget message that was sent to 
Congress on January 16. Senator Byrd said the 1958 budget 

would result in increased inflation. The printed budget, as presented 

to Congress, ran 1,165 pages in length and weighed four pounds and 11 ounces. 
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while the Fifth Circuit, which had not previ- 
ously passed on this question, in Richmond 
Hosiery Mills v. Commissioner, [56-2 ustc 
{] 9644] 233 Fed. (2d) 908, adopted the view of 
the Sixth Circuit as expressed in the Owens- 
boro case. Or suppose partners live in differ- 
ent circuits. Are the decisions of the Tax 
Court as to them to vary accordingly? See 
Choate v. Commissioner, [45-1 ustc 9153] 
324 U. S. 1, in which the appeal in the case of 
Hogan was taken to the Fifth Circuit which 
affirmed the Tax Court [CCH Dec. 12,915-A, 
1 TCM 208], Hogan v. Commissioner, [44-1 
ustc §9217] 141 Fed. (2d) 92, and the 
appeal in the case of Choate was to the 
Tenth Circuit which reversed the Tax Court, 
Choate v. Commissioner, [44-1 ustc { 9250] 
141 Fed. (2d) 641, which was then reversed 
by the Supreme Court [45-1 ustc § 9153], 
thus affirming the Tax Court [CCH Dec. 
12,915-A, 1 TCM 208]. Many more similar 
examples could be given. There is also the 
sometimes difficult problem of knowing from 
prior decisions of the appellate court pre- 
cisely what its attitude is in relation to the 
current question before the Tax Court. Cf. 
Estate of Catherine Cox Blackburn, [CCH 
Dec. 16,630] 11 T. C. 623, modified [50-1 
ustc § 9215] 180 Fed. (2d) 952, particularly 
where it has more than one decision out- 
standing and each may seem to have a bear- 
ing but they are not too easily reconciled. 
The Slaff case already discussed is another 
example. 

“The Commissioner of Internal Revenue, 
who has the duty of administering the tax- 
ing statutes of the United States throughout 
the Nation, is required to apply these stat- 
utes uniformly, as he construes them. The 
Tax Court, being a tribunal with national 
jurisdiction over litigation involving the 
interpretation of Federal taxing statutes 
which may come to it from all parts of the 
country, has a similar obligation to apply 
with uniformity its interpretation of those 
statutes. That is the way it has always seen 
its statutory duty and, with all due respect 
to the Courts of Appeals, it can not con- 
scientiously change unless Congress or the 
Supreme Court so directs.” 


Court of Claims 


Cold water has been doused on the hopes 
of claimants for the refund of excise taxes 
paid on sums expended to make good on 
warranties. (General Motors Corporation, 
Frigidaire Division v, U. S., 57-1 uste J 9332 
(Ct. Cls.).) 


The court held that refunds were not due 
for expenditures made to fulfill either stand- 
ard cost-free express warranties or warran- 
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ties implied in law. Refunds are allowable, 
however, for extra-cost express warranties. 


The initial success of General Motors in 
its first two suits inspired other manufac- 
turers to file at least 23 actions with the 
Court of Claims, seeking a total of $29 
million in refunds of taxes paid on warranty 
costs. 

Further litigation seems to be certain 
because of the tremendous sums involved. 
The Supreme Court may be asked to review 
the case. To be more certain of Supreme 
Court review, the refund suits now filed in 
the Court of Claims may be withdrawn and 
filed in district courts. 


The Commissioner 


Unemployment trust ruling—The con- 
solidated funds of layoff benefit trusts of 
the “glass industry” type, in which the 
employer’s contributions are paid into sepa- 
rate and independently controlled trusts for 
each employee but the individual trusts are 
consolidated by the trustee for investment 
purposes, qualify as tax-exempt common 
trust funds, the Internal Revenue Service 
has held in Rev. Rul. 57-37. It is stipulated 
that the consolidated funds must be main- 
tained in conformity with the rules and 
regulations of the Board of Governors of 
the Federal Reserve System. Trustees, how- 
ever, should file partnership returns, on 
Form 1065, for information purposes. 


Farmers’ cooperatives.—Farmers’ coopera- 
tives reported total receipts of $7.4 billion 
and paid income taxes of $9.8 million in 
1953, the Internal Revenue Service reports. 
Returns filed for the year number 8,311, 
but more than 60 per cent of the coopera- 
tives were tax exempt. The latest data was 
the first such made available by the Service 
since 1946. 


Exempt cooperatives do pay the regular 
corporation income tax on retained earnings 
that are not allocated to patrons. Receipts 
of the 5,141 exempt farmers’ cooperatives 
totaled $4.9 billion. Those retaining earn- 
ings unallocated to patrons numbered 1,171. 
The unallocated incomes totaled $3 million, 
net operating loss deductions amounted to 
$1 million and income taxes paid were 
reported as $639,000. 

Nonexempt cooperatives file tax returns 
as corporations and are subject to the cor- 
porate income tax. Nonexempt cooperatives 
filed 3,170 returns and reported $2.5 billion 
of total receipts. Of these, 2,370 reported 
net earnings of $24.7 million and income tax 
liabilities of $9.2 million. Deficit coopera- 
tives numbered 800. 
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The British Finance Act, 1956 


By HAROLD R. KENT 


The Finance Act, 1956, has effected several changes in the taxation of 

income in the United Kingdom. This article supplements and brings up to date a 
previous article by the author, which appeared in the February, 1956 

issue of TAXES, by discussing investment allowances, 

the profits tax, foreign and domestic income from employment, and annuities. 
Mr. Kent, formerly H. M. Inspector of Taxes at London, England, is a 

member of the New York and Washington, D. C. bars. 


EVERAL extremely important changes 

to United Kingdom income tax law 
have been made by the Finance Act, 1956, 
enacted last August 2. The act continues 
the piecemeal implementation of recom- 
mendations contained in the Final Report 
of the Royal Commission on the Taxation 
of Profits and Income (Cmd. 9474), and 
includes specific provisions evidently de- 
signed to assist Britain’s present economic 
position and to induce thrift. This article 
accordingly supplements and brings up to 
date my digest on “United Kingdom In- 
come Tax and Social Security Laws,” which 
appeared in Taxes in February, 1956. 


Depreciation: Suspension 
of Investment Allowances 


Section 15(1) of the Finance Act, 1956, 
withdraws the investment allowance with 
respect to capital expenditure incurred after 
February 17, 1956. The investment allow- 
ance was in addition to the regular depreciation 
deduction in the case of capital expenditure 
on certain new assets. In sum, therefore, 
the depreciation deductions allowable were, 
and are now, as shown in Table I (page 
220). 

By way of exception, however, the invest- 
ment allowance is preserved with respect to 
capital expenditure for ship construction, 
for full economy, and for insulation against 
loss of heat. 


Profits Tax 


Effective April 1, 1956, by Section 29 of 
the Finance Act, 1956, the rate of profits 


British Finance Act, 1956 


tax on distributed corporate profits is in- 
creased from 27% per cent to 30 per cent. 
The rate of profits tax on undistributed cor- 
porate profits is increased from 2% per 
cent to 3 per cent, the rate of nondistribu- 
tion relief being increased from 25 per cent 
to 27 per cent. 

The rate of profits tax on a distribution 
charge, representing the recapture of an 
amount previously relieved at 27 per cent, 
will be 27 per cent. 


Where a chargeable accounting period 
falls partly before and partly after March 
31, 1956, each part is to be treated as a 
separate chargeable accounting period. 


Since the system of nondistribution relief 
carries with it the corollary of distribution 
charges where profits, previously relieved 
for nondistribution, are currently distributed 
in excess of current earnings, the deter-* 
mination of current profits tax liability 
with respect to current corporate distribu- 
tions requires a historical review of non- 
distribution reliefs allowed since January 
1, 1947. 


The profits tax situation is summarized 
in Table II on page 221. 


It must be re-emphasized that, unlike 
standard rate income tax (repeated for the 
taxable year 1956-1957 at 42% per cent), 
the profits tax liability of a corporation 
cannot be passed on to the stockholders or 
recouped from them by deduction, at the 
source, from a dividend distribution to them, 
and also that, since January 1, 1952, profits 
tax is mot a deduction in arriving at the 
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TABLE | 


INDUSTRIAL BUILDINGS AND STRUCTURES (not including dwelling houses, 
retail shops, showrooms, hotels or offices ) 


Period Allowances" 
Investment Initial Annual 
4/ 6/49-4/ 5/52 None 10% 2% 
4/ 6/52-4/14/53 None Temporarily sus- 2% 
pended: none 
4/15/53-4/ 6/54 None 10% 2% 
4/ 7/54-2/17/56 10% None 2% 
2/18/56 to present Temporarily sus- None 2% 


pended: none 


MACHINERY AND PLANT 
4/ 6/49-4/ 5/52 None 40% Various percentages accord- 
ing to type of machine; five 
fourths, that is, 125%, of 
annual rate allowable 


4/ 6/52-4/14/53 None Temporarily sus- As above 
pended: none 

4/15/53-4/ 6/54 None 20% As above 

4/ 7/54-2/17/56 20% None As above 

2/18/56 to present Temporarily sus- None As above 


pended: none 


OverSEAS MINEs, O1L WELLS, ETC. 


4/ 6/49-4/ 5/52 None 10% 5% 

4/ 6/52-4/14/53 None Temporarily sus- 5% minimum 
pended: none 

4/15/53-4/ 6/54 None 40% 5% minimum 

4/ 7/54-2/17/56 20%, as elective 40% 5% minimum 


alternative to 40% 
initial allowance 
2/18/56 to present Temporarily sus- 40% 5% minimum 
pended: none 


AGRICULTURAL OR ForRESTRY BUILDINGS 


4/ 6/49-4/ 5/52 None None 10% 
4/ 6/52-4/\6/53 None None 10% 
4/15/53-4/ 6/54 None None 10% 
4/ 7/54-2/17/56 10% None 10% 
2/18/56 to present Temporarily sus- None 10% 


pended: none 


PATENT RIGHTS 


4/ 6/49-4/ 5/52 None None Percentage based on residue 
of life (minimum, thus, one 
seventeenth, or 5.88%) 


4/ 6/52-4/14/53 None None As above 
4/15/53-4/ 6/54 None None As above 
4/ 7/54-2/17/56 None None As above 
2/18/56 to present None None As above 
CAPITAL EXPENDITURE ON SCIENTIFIC RESEARCH 
4/ 6/49-4/ 5/52 None 60% 10% for 4 years 
4/ 6/52-4/14/53 None 60% 10% for 4 years 
4/15/53-4/ 6/54 None 60% 10% for 4 years 
4/ 7/54-2/17/56 20% 60% 10% for 4 years 
2/18/56 to present 20% 60% 10% for 4 years 
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TABLE Il 


Distribution Charge 
To Extent 
Rate Representing 
Rate of of Tax on Recapture Rate of 
Rate of Nondistribu- Undistrib- of Amount Distribution 
Period Profits Tax tion Relief uted Profits Relieved at Charge 
1/ 1/47- 9/30/49 25% 15% 10% 15% 7YA% 
10/ 1/49-12/31/50 30% 20% 10% 20% 10% 
1/ 1/51-12/31/51 50% 40% 10% 40% 20% 
1/ 1/52-10/31/55 22U% 20% 24% 20% 20% 
11/ 1/55- 3/31/56 27'U% 25% 24% 25% 25% 
4/ 1/56 to present 30% 27% 3% 27% 27% 


a A. a a LLL 


corporation’s net income, taxable at 42% 
per cent. Consequently, in the normal case, 
where current distributions do not exceed 
current earnings and profits, the total cor- 
porate tax liability on profits of 100 with 
current dividends of, say, 40, paid there- 
out, expressed as percentages, will be: 








Income tax at 42%% on 100.... 42.5% 
Profits tax at 30 % on 100.... 30.0 
72.5% 
Less: Nondistribution relief at 
27% on 6&0 (100 — 40) . 16.2 
Total corporate tax liability ... 56.3% 








Note that in distributing a dividend of 
40 gross, the corporation will deduct the 
standard rate income tax of 42% per cent 
therefrom, namely, 17, in the exercise of its 
right of self-recoupment, so that it will pay 
out 23, not 40, and will apply the 17 de- 
ducted against its own income tax liability 
of 42.5. But the aggregate profits tax 
liability of 13.8 per cent, namely, 30 per 
cent minus 16.2 per cent (or, 30 per cent 
of 40, that is, 12 per cent, plus 3 per cent 
of 60, that is, 1.8 per cent), may not be re- 
couped by the corporation by deduction 
from distributions made to stockholders. 


Offices and Employments 


Section 10 of the Finance Act, 1956, 
amends Schedule E, Income Tax Act, 1952, 
effective April 6, 1956, by removing the 
taxation of the “emoluments” of all “offices 
and employments” from Schedule D to 
Schedule E, so that “foreign employments” 
will not longer be taxable under Case V, 
Schedule D, as “foreign possessions.” How- 
ever, the remittance basis of assessment 
of such “foreign emoluments” is preserved 
under the new Case III of Schedule E, 
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provided the employee is not domiri/ed in the 
United Kingdom, and provided the “emolu- 
ments received in the United Kingdom” are 
from an office or employment “under or 
with any person, body of persons or part- 
nership resident outside, and not resident in, 
the United Kingdom.” 


Employment in the United Kingdom by 
an employer which is resident in the United 
Kingdom for United Kingdom income tax 
purposes thus results in liability to United 
Kingdom income tax and surtax on total 
salary (Article XI (2), United States-United 
Kingdom Income Tax Treaty), and no 
question of United Kingdom taxation limited 
to the amount of salary actually remitted 
to the United Kingdom can possibly arise. 
For United Kingdom income tax purposes, 
an employer corporation (wherever incor- 
porated) is regarded as resident in the 
United Kingdom if its business is managed 
and controlled in the United Kingdom, and 
such management and control are to be de- 
termined by ascertaining the place whence, 
in fact, such management control is ex- 
ercised. The country of incorporation is not 
determinative of such corporation’s resi- 
dence; stock ownership control is mot the 
test of management control; director con- 
trol is the test of a corporation’s residence 
for United Kingdom income tax purposes. 
Thus, a corporation organized in the United 
Kingdom, but managed and controlled by 
its board of directors outside the United 
Kingdom, has been held to be a nonresident 
corporation for United Kingdom income tax 
purposes. On the other hand, a United States 
corporation, managed and controlled in the 
United Kingdom, has been held to be a 
resident corporation for United Kingdom 
income tax purposes, even though the whole 
of its income was derived from sources out- 
side the United Kingdom. 
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The charge to tax under the new Schedule 
E will operate as follows: 


Case I—employees resident and ordinarily 
resident in the United Kingdom; taxable 
on total emoluments for the year (except 
“foreign emoluments” as above defined), 
save where the duties are wholly performed 
abroad; 


Case II—employees nonresident, or if 
resident then not ordinarily resident in the 
United Kingdom; taxable on emoluments 
(except “foreign emoluments’) with respect 
to duties performed in the United Kingdom 
(an apportionment may be required); 


Case I1I—employees resident in the United 
Kingdom (whether ordinarily resident or 
not); taxable on any emoluments received 
in the United Kingdom in the year of as- 
sessment, “being emoluments either for 
that year or for an earlier year in which 
he has been resident there, and any emolu- 
ments for that year received in the United 
Kingdom in an earlier year.” 


Section 11 of the Finance Act, 1956, pro- 
vides, relative to the above, that where a 
person performs the duties of his office or 
employment wholly outside the United King- 
dom, or, if carrying on a trade, profession 
or vocation, no part thereof is carried on 
in the United Kingdom, the question whether 
he is resident in the United Kingdom is to 
be decided “without regard to any place of 
abode maintained in the United Kingdom for 
his use.” Duties performed in the United 
Kingdom which are merely incidental to 
the performance of the other duties out- 
side the United Kingdom are to be treated 
as performed outside the United Kingdom 
for the purposes of this section. 


The case law, which held an individual 
to be a resident of the United Kingdom for 
the entire taxable year if he maintained a 
place of abode available for his use there 
and if he visited the United Kingdom at 
any time (even for one day) during said 
taxable year (ending April 5), has thus lost 
much of its sting. 

The Second Schedule to the Finance Act, 
1956, contains the rules for the taxation of 
offices and employments under Cases I-III 
of Schedule E. 


Relief for Self-Employed 
Retirement Annuities 


Part III of the Finance Act, 1956 (Sec- 
tions 22-28), enacts, effective April 6, 1956, 
provisions enabling the self-employed (and 
certain others) to take tax deductions (with- 
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in limitations) for premiums paid on re- 
tirement annuity policies and for contributions 
made to approved retirement trust plans, 
thus putting such taxpayers almost on a 
par with participants in tax-exempt pension 
plans. We in the United States have been 
seeking such tax relief for years; we con- 
tinue to vacillate; the British have dealt 
with their similar problem. 


Sections 22-23, and the Third Schedule 
of the Finance Act, 1956, apply to: 


(1) individuals taxable in respect of any 
trade, profession, vocation, office or em- 
ployment (thus including all self-employed 
persons, whether sole proprietors or partners) ; 


(2) controlling directors of companies, 
that is, those holding more than 5 per cent 
of the voting stock of a “director-controlled 
company”; 


(3) so-called “two job” men, that is, those 
with earnings from two sources, one with 
pensionable rights and the other without; 


(4) employees who are not entitled to 
participate in their employers’ pension plans; 


(5) employees who, though entitled to 
participate, do not choose to join their em- 
ployers’ pension plans. 


The basic condition for tax relief with 
respect to the payment of the qualifying 
premiums (Section 22(1)(b)) is that the 
benefits secured must be payable as a life 
annuity in old age and must be incapable 
of surrender, commutation or assignment. 
The annuity payable will be treated as 
earned income of the annuitant to whom the 
annuity is payable under the contract’s 
terms; thus, an annuity for a term certain 
assignable by will under Section 22(3)(e) 
will not attract earned income relief in the 
hands of a legatee. 


Approval of annuity contracts by the 
Commissioners of Inland Revenue depends 
upon satisfaction of the following condi- 
tions (Section 22(2)): 


(1) The contract must be made with a 
person lawfully carrying on, in the United 
Kingdom, the business of granting annui- 
ties on human life (a life insurance company). 


(2) The contract must provide that: (a) 
annuities must be the only benefits; (b) 
benefits must not commence before age 60 
or after age 70; (c) benefits must be con- 
fined to annuities to the insured or surviv- 
ing spouse or, if no annuity becomes payable, 
to the return of premiums with interest and 
profits bonus; (d) the surviving spouse’s 
annuity must not exceed the insured’s; (e) 


TAXES—The Tax Magazine 





the annuity must be for the life of the 
annuitant; (f) the annuity must not be 
capable of surrender, commutation or as- 
signment. 


The foregoing requirements are some- 
what modified by Section 22(3) which per- 
mits the commissioners to approve, at their 
discretion and subject to any conditions 
they may think proper to impose, a con- 
tract otherwise satisfactory, which provides 
for an annuity to a dependent other than a 
widow or widower, for the commencement 
of an annuity before age 60 on retirement 
through ill health or if some earlier age 
(but not younger than 50) is customary 
in the occupation, and for the assignability 
of an annuity for a term certain by will. 


Section 23 limits the deduction to £750 
($2,100) or to 10 per cent of the “net rele- 
vant earnings” of the year, whichever is 
less (or to the due proportions thereof for 
a period less than a year). If the “net rele- 
vant earnings” do not su‘fice to allow the 
full amount of qualifying premiums to be 
deducted from “relevant earnings,” the ex- 
cess may be carried forward to the follow- 
ing year and treated as a qualifying premium 
for that year, and so on for subsequent 
taxable years without limitation of time. 
Although the income of a wife living with 
her husband is deemed to be his and not 
hers for United Kingdom income tax and 
surtax purposes, her “relevant earnings” are 
not to be treated as his for these purposes 
(Section 22(7)). 


The upper limit of £750 is adjustable 
where earnings consist partly of pensionable 
salary (the “two job” men), relief being 
allowed up to 10 per cent of the pension- 
able earnings with the limit of £750 being 
reduced by 10 per cent of such earnings. 
(Third Schedule, Part I.) 


Both the 10 per cent and the £750 limits 
are increased for individuals born before 
1916, thus enabling persons now over 40 to 
create an adequate pension annuity for 
themselves before reaching normal retire- 
ment age. The Third Schedule, Part II, in- 
creases both limitations on a sliding scale, 
according to age, to a maximum of £1,125 
($3,150) or 15 per cent, if the year of birth 
is 1907 or earlier. 


As a corollary to the tax-deductible pro- 
vision of retirement benefits for the self- 
employed through the payment of premiums 
to life insurance companies, Section 24 of 
the Finance Act, 1956, enacts an entirely 
new method of taxing such companies car- 
rying on pension annuity business. Very 
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briefly, so much of the income from invest- 
ments and deposits of such a company’s 
annuity fund as is referable to pension an- 
nuity business is exempted from income tax, 
but such company is no longer entitled to 
treat annuities paid out of such fund as paid 
out of profits or gains brought into charge 
to tax under Section 169 of the Income 
Tax Act, 1952. Consequently, the income 
tax deducted at the source from such pen- 
sion annuities will have to be accounted for 
to the revenue department by the annuity- 
paying company under Section 170. 


Purchased Life Annuities 
Other Than Retirement Annuities 


Of necessity, an annuity must always be 
an annual payment; but not every annual 
payment is an annuity for United Kingdom 
income tax purposes—taxable as income 
and subject to withholding of standard rate 
income tax at the source. 


There is considerable case law concerning 
the distinction between capital and income 
in respect of the United Kingdom tax 
treatment of purchased annuities, into which 
it is unnecessary to go in detail here. Let 
it suffice to state the broad principle, ex- 
pressed by Baron Watson in Lady Foley v. 
Fletcher as long ago as 1858, in which he 
defined one type of annuity as: “An annuity 
means where an income is purchased with 
a sum of money, and the capital has gone 
and has ceased to exist, the principal having 
been converted into an annuity.” 


In other words, where cash or other 
property was exchanged for a life annuity, 
the resulting annual receipts were fully tax- 
able as income, and no allowance or deduc- 
tion was made for this exhaustion of the 
purchaser’s capital. 


It has always been puzzling to me that 
British income tax law, with its generous 
relief provisions for premiums paid on life 
insurance securing capital sums payable at 
death (Section 219 of the Income Tax Act, 
1952), should have failed, heretofore, to pro- 
vide for any tax-free recovery of the capi- 
tal laid out to secure a life annuity which 
ceases at death. However, Section 27 of 
the Finance Act, 1956, cures this unhappy 
situation effective April 6, 1956, with re- 
spect to life annuities whenever purchased or 
commencing. The new section provides that 
a purchased life annuity is to be treated as 
containing a tax-exempt capital element and 
a taxable income element, the former to be 
determined by reference to the price paid 


(Continued on page 230) 
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In writing of the much-discussed and much-condemned position of the Supreme 
Court in the Holland and Friedberg cases, this New York attorney and lecturer 
in accounting at Brooklyn College defends the accounting concept of 

net worth as necessity and common sense in a nation of free and independent 
people who must support their government by voluntary tax accounting. 


THE HOLLAND CASE-A 


N DECEMBER 6,.1954, the Supreme 

Court of the United States, in four 
companion cases, reviewed the theory of 
“net worth” as it applies to criminal prose- 
cutions. Of the four cases decided, two 
consider written net worth statements signed 
and delivered by taxpayers to government 
agents and the need of corroboration of 
such extrajudicial admissions;* the remain- 
ing two cases,’ the subject of this paper, 
have excited and encouraged an overflow of 
comment, for the greater part dissident. 
Too little—if anything at all favorable has 
been said—appears to the written defense 
of the Supreme Court’s position. This is 
so intended, Reference will be made to 
the Holland case and the Friedberg case in 
this effort to establish that the judicial 
wisdom offered evinces far more than the 
cursory reader perceives. The Court has 
thought deeply in its effort to reach the 
heart of a problem stronger in moral beats 
than perhaps the interpreters of stethoscopic 
circumstantial evidence are disposed to hear. 





In 1931, when the accounting concept of 
net worth first appeared for the Court’s 
consideration, the questioned statute had 
an anonymity equal to an evader’s notoriety. 
The illegality of a source of income, with its 
well-guarded secrets of crime, required the 
bold stroke of net worth to pioneer a moral 
rehabilitation. The novel approach to a 
little-used statute could not defeat a needed 
reform, nor should it defeat the ever-con- 
stant need of a moral nation faced with 
changing concepts of crime. Today, prose- 
cutions no longer wait upon the criminal or 
illegal operator. Indictments and convic- 
tions for income tax evasion appear with 
greater frequency, and the convicted number 
many an otherwise respectable citizenry. 
The offensive stigma of felony, harsh to the 
individual, must be weighed on the scales 
of a nation’s honor. Now the prime con- 

1 Smith v. U. 8., 54-2 ustc § 9715, 348 U. S. 


147; U. 8. wv. Calderon, 52-2 ustce {§ 9712, 348 
U. S. 160, 
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sideration is evasion, not the illegality of 
a source of income. The character of de- 
fendants has changed; the crime remains 
the same. The Court, fully aware of such 
a change, has faced this problem squarely. 
Judicial thinking now demands greater scru- 
tiny. The compromise is with the proof, 
not the crime. 

The logic of net worth, entirely within 
mathematical formula, produces a state of 
financial affairs that results from a com- 
parison of opening and closing capital, to wit: 


Opening Closing 
Cash on hand $125,000 
Cash in banks 50,000 $ 50,000 
Other assets 125,000 


From this simple statement, and without 
the consideration of other factors necessary 
to net worth, it must be determined that the 
net worth at the opening date equals the 
net worth at the closing, namely, $175,000. 
An examination of the facts may resolve 
the foregoing figures to statements as follows: 


Opening Closing 
Cash on hand ; : 
Cash in banks $50,000 $ 50,000 
Other assets 125,000 
Net worth $50,000 $175,000 
Increase .....:.. $125,000 


In the first example no increase is ap- 
parent; in the second, an increase of $125,000 
appears. At this point the Court in the 
Holland case recognizes that “careful study 
indicates that it is so fraught with danger 
for the innocent that the courts must closely 
scrutinize its use” since “bare figures have 
a way of acquiring an existence of their 
own, independent of the evidence which 
gave rise to them.” With each figure of 
net worth—and, to repeat, there are usually 
many more than appear in the simple state- 

? Holland v. U. 8., 54-2 uste { 9714, 348 U. S. 


121; Friedberg v. U. S., 54-2 uste {§ 9713, 348 
U. S. 142. 


TAXES—The Tax Magazine 





mAnalysis 


| By ALBERT DE PIETRO 


ments offered—the facts must sever sub- 
stance from the long shadows of numerical 
apathy. So vitally is it concerned with 
“the dangers that must be consciously kept 
in mind in order to assure adequate appraisal 
of the specific facts in individual cases,” that 
our highest tribunal extends itself to ques- 
tion the technique of net worth as “not a 
method of accounting at all, except insofar 
as it calls upon taxpayers to account for 
their unexplained income.” 


Circumstance must give credence to “bare 
figure.” The mathematical computation of 
net worth, standing alone, can do little more 
than cast doubt on reported income. Indi- 
vidual circumstance resolves the doubt and 
settles upon the taxpayer, “not to a mathe- 
matical certainty,” the existing disparity be- 
tween reported earnings and reconstructed 
net worth income. In each of the four cases 
decided, cash on hand at the opening date 
was at issue and the resulting deficiency in 
each case occurred with the nonrecognition 
of such opening cash. 


Statements 


In the first of the foregoing examples it 
is urged that cash, $125,000, existing at the 
opening date was simply converted to some 
new form in the closing period—without 
any interim increase. In the second example, 
an interim increase results with the elimina- 
tion of opening cash. In both the Holland 
and the Friedberg cases, without any direct 
evidence to disprove the taxpayers claims 
of opening cash, the government introduced 
evidence to show financial hardships and 
privations prior to the opening date, thus 
creating the inference of improbable exist- 
ence of such cash at the opening date. It 
was argued that had cash been available as 
contended, it could never have caused the 


Holland Case 


actual financial difficulties encountered. Thus, 
the extenuating circumstances of the past fore- 
close it as the available source. However, the 
Court in the Holland case, following its rule 
of caution, was not satisfied with an exclu- 
sion of the past alone. It went on to search 
the present, declaring that “here the disclosed 
business of the petitioners was proven to be 
capable of producing much more income than 
was reported and in a quantity sufficient to 
account for the net worth increases.” Evi- 
dence, then, that excludes the past and con- 
siders the present (period under review) as 
a “source sufficient to account for the net 
worth increase,” fixes the probable period 
of accumulation, despite books and records 
of the taxpayer to the contrary. With busi- 
ness acumen, the Court overcame the latter 
point, declaring that “the defendants’ books 
were more consistent than truthful, and that 
many items of income had disappeared 
before they had even reached the recording 
stage.” (Italics supplied.) 


Taxable Income 


Again quoting from the Holland decision: 
“One basic assumption in establishing guilt 
by this method is that most assets derive 
from a taxable source, and that when this is 
not true the taxpayer is in a position to 
explain the discrepancy. . . . such a rule 
would tend to shift the burden of proof.” 
(Italics supplied.) How then can the basic 
assumption of taxable income exist without 
a shifting of the burden of proof? Must 
the government negate every possible non- 
taxable source to establish that the income 
established is taxable? To what degree 
must the government apply its investigative 
facilities before exhausting the burden with 
which it is charged? 

As to the first question, the Court im- 
poses upon the prosecution, with limitations 
“within the province of the courts to pass 
upon the sufficiency of the evidence to con- 
vict,” the burden of investigating all relevant 
leads. Consider the safeguards invoked by 
the following statements made in the same 
case. 

“When the Government rests its case 
solely on the approximations and circum- 
stantial inferences of a net worth computa- 
tion, the cogency of its proof depends upon 
its effective negation of reasonable explana- 
tions by the taxpayer inconsistent with guilt.” 
(Italics supplied.) Again, as if to under- 
score the foregoing: “It is a procedure 
entirely consistent ‘with thé position long 
espoused by the Governnient, that its duty 
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Every assault made upon 

the legal logic of net worth has failed, 
Mr. De Pietro points out 

in concluding his discussion of the 
Holland case. 


is not to convict but to see that justice is 
done.” 

As to the second question, the answer, 
in the Holland case, is direct: “. . . where 
relevant leads are not forthcoming, the 
Government is not required to negate every 
possible source of nontaxable income, a 
matter peculiarly within the knowledge of 
the defendant. See Rossi v. United States, 
289 U. S. 89, 91-92.” A defendant’s silence 
may work to his peril, the Court citing 
Yee Hem v. U. S., 268 U. S. 178, 185, and 
further declaring in justification of such a 
conclusion: “The practical disadvantages 
to the taxpayer are lessened by the pres- 
sures on the Government to check and 
negate relevant leads,” 

As to the third question, an answer must 
wait upon each case and the trial court’s 
discretion in exercising fully the safeguards 
promulgated. It would seem that the gov- 
ernment undertaking to fully answer a 
taxpayer’s explanations—excluding in such 
an undertaking remote probabilities which, 
if true, could not alter the ultimate conclu- 
sion—would satisfy and exhaust its obliga- 
tion to investigate. 


Reasonable Doubt 
The statute under review is the penal arm 


of revenue. 
must be established beyond a reasonable 
doubt, “though not to a mathematical cer- 
tainty.” The computations, then, may be 
inaccurate (mathematically indefinite) and 
satisfy the rule. Reasonable doubt is de- 
fined by the Court as “the kind of doubt 
that would make a person hesitate to act, 
see Bishop v. United States, 71 App. D. C. 
132, 137-138, 107 F. 2d 297, 303, rather than 
the kind on which he would be willing to 
act.” Hesitancy to conclude, by reason of 
inaccuracy, ambiguous or.incomplete data, 
disbelief, insufficiency, or for whatever rea- 
son displeases a peer, is, without question, 
doubt interpreted to most favor a defendant. 
One psychological factor, however, seems to 
overcome this advantage: the peers who 
judge, within the binding limits of their 
individual tax budget, in the desire to act 
might prod the hesitancy of doubt to affirma- 
tive conclusions. 

To summarize the elements of net worth 
convictions (excluding “willfulness,” a nec- 
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essary element to conviction), the govern- 
ment must prove, subject to the foregoing 
positive and negative safeguard rules, be- 
yond a reasonable doubt, (1) a net worth 
calculation (not to a mathematical certainty) 
that establishes opening and closing amounts 
consistent with the evidence adduced; (2) 
a net worth increase (not to a mathematical 
certainty) not inconsistent with the prob- 
able source of income or quantity of income; 
(3) a deficiency (not to a mathematical cer- 
tainty) which is the result of comparing 
reported earnings with the reconstructed 
income of net worth; and (4) the improba- 
bility, dependent upon the leads furnished 
by the taxpayer, that such net worth: in- 
crease is nontaxable. 


I can conceive of only one apparent injus- 
tice that may result in the use of net worth 
where opening cash, as in both the Holland 
and Friedberg cases, is denied the taxpayers. 
It is conceivable that a taxpayer guilty of 
evasion in prosecution years now barred by 
statute, by giving form to the hidden asset 
(cash) has tolled the statute to the very date 
of its conversion into some other form of 
visible asset. It would be difficult, if not 
impossible, to prove that the crime was 
committed in a year now barred, for such 
year or years would conceal rather than 
reveal. However, this probability would be 
the exception rather than the rule. The 
courts, by experience, I believe, are finding, 
with evasion, a pattern of steady and con- 
tinuous habit. 


Conclusion 


Every assault made upon the legal logic 
of net worth has failed. The courts have 
not been hesitant to express a “fear” of its 
use; its techniques have been called “not a 
method of accounting at all”; its prima-facie 
force has been tempered by demanding in- 
quiry; its quality, as hearsay, has been tested 
as the basis of indictment (Costello v. U. S., 
56-1 ustc $9321, 350 U. S.: 359), but it 
has been sustained. The reason, aside from 
revenue, must exist within the realm of 
moral necessity and the common sense that 
guides the justice of a free and independent 
people. The voluntary tax accounting of 
each citizen affects the nation as a whole. 
Priceless liberty cannot charge honesty 
with the unpaid shares of fraud. By what- 
ever standards it may fail the strict and 
narrow concepts of criminal proof, net 
worth will, under court guidance, insure the 
justice due a defendant and a nation of 
moral, free and participating people. — 

[The End] 
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Staff-prepared reviews of recent 
books and other publications of 
general interest to the tax man. 


A Better Tax System 


An Expenditure Tax. Nicholas Kaldor. 
George Allen & Unwin, Ltd., Ruskin House, 
40 Museum Street, London, England. Dis- 
tributed by Macmillan Company, 60 Fifth 
Avenue, New York 11, New York. 1955: 
249 pages. $3.25. 


This book examines the idea that the 
taxation of individuals should be based not 
on their income, but on their expenditure. 
The idea in itself, as the author states in 
the introduction, is not new. It has at- 
tracted a succession of eminent political 
economists from John Stuart Mill’s day to 
our own. Indeed, the case for taxing people 
on what they consume rather than on what 
they earn was succinctly put 300 years ago 
by Thomas Hobbes. 


The author, a Britisher, challenges the 
traditional view that an expenditure tax 
must be looked upon either as an admin- 
istrative impossibility or as a simple sales 
tax which would necessarily be highly re- 
gressive in its incidence. In this book he 
suggests that a beginning could be made 
by replacing the present English surtax 
scheme by an expenditure tax; drawing 
attention to the revolutionary implications 
of such a step, particularly at this time 
when the rich “not only live beyond their 
taxed income, but to an appreciable extent 
forgo having such income,” argues that it 
would be necessary to apply a schedule of 
rates far more moderate than the present 
surtax schedule if the fabric of society were 
to be preserved reasonably intact. 


The first part of the book may prop- 
erly be regarded as a treatise on public 
finance—though only the appendix to the 
first chapter on the concept of income is 
addressed specifically to economists. It ex- 
amines and compares taxation of expendi- 
ture with taxation of income (both of the 
British type and of the comprehensive type 
including the taxation of capital gains) 
from the point of view of equity, of the 
incentives to save, take risks and work and 
the promotion of economic stability and 


Books 


growth. There is also a chapter on the 
present role and influence of corporate 
taxation—concluding with the view that 
existing taxes on company profits encour- 
age monopolistic tendencies and are likely, 
in the long run, to be shifted to the general 
consumer in the form of high prices and 
profit margins. 

This controversial work is likely to stim- 
ulate thought and provoke discussion among 
economists, politicians and others interested 
in economic and social questions for many 
years to come. 

Thus the once-mighty British Lion might 
register a protesting yawn or maybe even a 
short sob as he finds his tail knotted more 
and more by staggering taxes. According 
to Mr. Kaldor, after 100 years, income taxes 
have become so engrained in the British 
tradition that the very notion of income is 
treated as being almost synonymous with 
taxable capacity. Whereas the American 
revenue system has tended to rely on pen- 
alties, the British system still relies on the 
willing cooperation of taxpayers to fill in 
the gaps for the internal revenue depart- 
ment. The average Briton believes that in- 
come tax has always been and always will 
be a necessity. Therefore, the author says: 
“the most that can be hoped for is to intro- 
duce a spendings tax that can be operated 
side by side with the income tax,” which 
might take some of the weight off the in- 
come tax without imposing an excessive 
administrative burden. This system could 
only be “gradually adopted and could only 
be successfully employed in a civilized so- 
ciety possessing both a highly efficient tax 
administration and a reasonable standard 
of discipline in the tax-paying public. In 
these two respects, Britain is second to 
none in the world.” By making the tax 
sufficiently progressive, it might be possible 
for people to save but still not get too 
wealthy; in short—another form of social- 
ism. In 1942 such a plan was introduced 
in the United States by the late Secretary 
of the Treasury Morgenthau. The Senate 
Finance Committee, however, strongly re- 
jected the idea saying that it was a “compl’- 
cated monstrosity” and that it “would lower 
the standard of living to a dead level.” 


Libel 
Say It Safely, Paul P. Ashley. University 


of Washington Press, Seattle, Washington. 
1956. 117 pages. $2.25. 


“Libel may be defined as any false state- 
ment, written or broadcast, which tends to 
(1) bring any person into public hatred, 
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contempt, or ridicule; (2) cause him to be 
shunned or avoided; or (3) injure him in 
his business or occupation,” states the au- 
thor at the beginning of this desk manual 
on defamation. 


The book is written especially for the 
newspaper and broadcasting industry, but it 
should prove informative to attorneys who 
are interested in this field and to the public 
relations departments of large corporations. 
The book is a revisal of the author’s earlier 
work, Essentials of Libel: A Handbook for 
Journalists, published in 1948, and contains 
new material covering radio, television and 
photography, with special emphasis on the 
problems of the political broadcast, news- 
paper column and on-the-spot radio and 
television report. The manual also discusses 
contempt of court and the developing concept 
of right of privacy. 


A chapter that should prove interesting - 


to attorneys deals with the practical ap- 
plication of qualified privilege as it occurs 
from the reporting of judicial, legislative 
and executive proceedings. While a judge, 
other judicial officer or an attorney partic- 
ipating in a judicial proceeding can make 
false and defamatory statements with impu- 
nity if they relate to the matter under 
consideration, the reporting of such state- 
ments is a qualified privilege, says the 
author. Protection is lost if the published 
quoting of the statements is for the purpose 
of defaming the person named and not for 
the purpose of informing the public. 


What Every Assessor Should Know 


Proceedings of the Tenth Annual Short 
Course for Assessing Officers. Bureau of 
Government, Institute of Public Adminis- 
tration, University of Michigan, Ann Arbor, 
Michigan. 1956. 52 pages. 


The course at the University of Michi- 
gan was originally started for municipal 
assessing officers. It was soon recognized 
that many township assessors were begin- 
ning to face problems which more and more 
resembled those of the municipal assessor. 
Consequently, the scope of the program was 
broadened to cover all assessors. The dif- 
ferences between the assessor in the town- 
ship and in the municipality have become 
less and less. With the movement of peo- 
ple and industry out into suburban areas, 
the pressure which has been placed on the 
township to furnish municipal-type services 
has made close relatives of the city and 
township assessors, rather than second 
cousins as they used to be. The purpose 
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of the course was to bring assessors to- 
gether to clarify and discuss mutual problems. 


This booklet touches on such subjects 
as the fundamentals of assessment, apprais- 
ing an assessor’s public relations, the 
schools’ concern with assessed _ values, 
county equalization procedure and auditing 
for personal property assessments. — 


The Law Preserves Its Literature 


The Lawyer's Treasury. Edited by Eu- 
gene C. Gerhart. Bobbs-Merrill Company, 
Inc., 730 North Meridian Street, Indian- 
apolis 7, Indiana. 1956. 520 pages. $7.50. 

The American Bar Association offers this 
anthology, taken from the pages of the 
American Bar Association Journal, to the 
legal profession and to the public. It is a 
collection of some of the finest articles that 
have appeared in the Journal during the first 
40 years of its existence. The authors feel 
that these articles will readily reveal to 
the reader why lawyers are properly re- 
garded as members of a learned profession. 
These articles, by some of the leaders of 
the bar, might well have been lost to the 
profession generally unless made readily 
accessible in some convenient form. The 
anthology volume is the accepted and logi- 
cal vehicle for such a purpose. 

The officers of the American Bar Asso- 
ciation made the original nominations of 
articles to be considered, The list of nom- 
inators includes federal and state judges, 
city lawyers, country lawyers, members of 
large and small law firms and individual 
practitioners. Their varying tastes and back- 
grounds no doubt represent a cross-section 
of what American lawyers might find of 
most permanent interest and value, and 
hence worth preserving in book form, Of 
the more than 125 articles nominated, the 
editors selected the top 46 by secret ballot. 

The scope of the book is illustrated by 
the following example: As to the law’s 
beginning, there is “The Law Code of 
Hammurabi,” by Edwin J. Urch, and by 
way of contrast, an article which shows the 
extent of the growth of law—‘Some Re- 
flections on the Judicial Function,” by Har- 
old R. Medina. 


Articles treating of our basic freedoms 
are “Liberty and Law,” by Charles Evans 
Hughes; “Our American Heritage of Free- 
doms from the English Constitution,” by 
Harold Hulme; “The Cornerstone of Con- 
stitutional Law,” by Harold H. Burton; and 
“The Supreme Law of the Land,” by H. H. 
White. 
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This department consists of staff- 
prepared digests and comments on 
articles that have been published in 
other periodicals. Sources of this 
month's reviews are the De Paul Law 
Review, American Bar Association 
Journal and Stanford Law Review. 


Differentiation Problem 


This is a review of “Stock Redemptions 
and Partial Liquidations Under the Internal 
Revenue Code of 1954,” by Boris I. Bittker, 
which appeared in the December, 1956 Stan- 
ford Law Review. The author is a professor 
of law at Yale Law School. 


When the 1954 Code was drafted, its au- 
thors felt that they should distinguish be- 
tween “redemptions” and “partial liquidations.” 
Their attempt to achieve this goal, how- 
ever, “fails hopelessly,” this article states. 


Pointing up the author’s argument is the 
virtual identicalness in language of Section 


346(a)—devoted to partial liquidations— 
and Section 302—dealing with redemptions 
that are not partial liquidations. Section 346 
(a) includes as a partial liquidation a dis- 
tribution “in redemption of a part of the 
stock of the corporation” that is “not essen- 
tially equivalent to a dividend.” Section 302 
provides that a redemption shall be treated 
as a sale of the stock if it “is not essen- 
tially equivalent to a dividend.” 


If, then, there is confusion in the Code 
as to the differentiation between redemp- 
tions and partial liquidations, how is the 
taxpayer to determine where he stands? 
The article attempts to resolve the confusion. 


The taxpayer who wants to know whether 
to treat a redemption of stock as a sale or 
as a dividend under the Code will often 
find it necessary to examine Section 302 
(ordinary redemptions), as well as Section 
331(a)(2) and Section 346 (partial liquida- 
tions), the author advises. The article lists 
the three categories of distributions that are 
defined in Section 346 as qualifying as par- 
tial liquidations and the four categories that 
qualify for capital gain or loss treatment 
under Section 302. 


Articles 


The tax treatment of corporate purchases 
of another corporation’s stock where either 
a parent-subsidiary or a brother-sister re- 
lationship exists are discussed. Under Sec- 
tion 304, where the stock of a parent is 
acquired by a subsidiary, the transaction is 
to be treated as a redemption by the cor- 
poration issuing the stock; where a brother 
corporation acquires the stock of a sister 
corporation, the transaction is treated as a 
redemption by the corporation acquiring the 
stock. In neither instance, however, says 
the article, is the redemption necessarily a 
Séction 301 distribution—under which it 
would constitute a dividend includable in 
gross income. It may be treated as an 
exchange if it can meet the test of Sections 
302(b) or 303. Section 303 relates to the 
qualification as sales of stock redemptions 
made for federal estate tax purposes. 


A partial liquidation or a stock redemp- 
tion may give rise to numerous collateral 
problems. The article discusses the follow- 
ing such collateral problems: (1) computa- 
tion of the shareholder’s gain or loss, (2) 
disappearing basis, (3) basis of distributed 
property, (4) recognition of corporate in- 
come and (5) effect of a redemption of stock 
on the corporation’s earnings and profits. 


Nine Revenue Services? 


This is a review of “Income Taxation: 
Administration Procedures’ by L. Karlton 
Mosteller, which appeared in the December, 
1956 American Bar Association Journal. The 
author is an Oklahoma City attorney. 


Much has been written about the Internal 
Revenue Service that is complimentary of 
its procedures in the settlement of tax dif- 
ferences. Here is an article that takes a 
contrary view. 


In the course of his article, the author 
makes a step-by-step description of the ad- 
ministrative procedure of the office of the 
district director. One step in the procedure 
which comes under fire from the author is 
the apparent disinclination of examiners 
and their superiors in district offices to re- 
quest advice about a particular case from 
Washington. There is danger in this, ac- 
cording to the author, in that nine separate 
Internal Revenue Services will result, “each 
administering its own interpretations, poli- 
cies and views .” It appears, says 
the author, “that in many instances, examin- 
ing officers and possibly their superiors are 
disinclined to request Washington for as- 
sistance in the belief that too many such 
requests would be taken as evidence of 
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weakness or indecisiveness on their part. 

it would appear that it is going to be 
necessary for the Commissioner to encour- 
age examining officers and their immediate 
superiors to consult Washington more often 
than they have been doing, or take other 
steps to bring about and maintain uniform- 
ity in the administration of the internal 
revenue laws.” 


The author also takes issue with the per- 
sonnel policies of the Internal Revenue 
Service. Many of its personnel are over- 
worked and underpaid with promotions de- 
pendent upon achieving tax results and 
making predetermined production goals, ir- 
respective of the complexity of particular 
cases. Even though wisely administered, 
such methods of individual measurement 
may become “vicious and unreasonably 
blind,” says the author. 


Fraud 


This is a review of “Federal Income Tax 
Fraud,” by Joseph B. Byrnes, which appeared 
in the Autumn-Winter, 1956 De Paul Law 
Review. The author is a Chicago attorney. 


The taxpayer who attempts to defraud 
the government in his tax return usually 
winds up sadder, wiser and poorer, accord- 
ing to this article. 


While the taxpayer may escape criminal 
prosecution under Section 7201 of the Code, 
because of the statute of limitations he can 
never escape the imposition of the 50 per 
cent fraud penalty, the assertion of the addi- 
tional tax and the interest due. Even ac- 


quittal in a criminal fraud trial will not 
cancel a proceeding to assert the civil fraud 
penalty. 


The government would rather use the 
specific-item rather than the net-worth ap- 
proach in establishing fraud. Under the 
former, refutation of one of a series of 
transactions termed illegal by the govern- 
ment still leaves the others dangling. over 
the taxpayer’s head. Under the latter, dis- 
proval of one or more figures may topple 
the entire case of the government. 


The recourses open to the attorney of a 
taxpayer undergoing a fraud investigation 
are discussed in the article. Where he con- 
siders that he has irrefutable evidence that 
his client is innocent of fraud, but the in- 
vestigating agents will pay no heed, he may 
confer with local officials of the intelligence 
unit. From them he may go to an attorney 
assigned to the enforcement division of the 
local regional counsel’s office. Failing there, 
he can secure a conference with the Tax 
Division of the Department of Justice when 
that body reviews the case. 

If the taxpayer’s arguments fail, the case 
will be forwarded to the appropriate United 
States attorney for prosecution. At the 
end of the criminal case and the disposition 
of the appeal, if any, the taxpayer will re- 
ceive a notice of deficiency. The deficiency 
notice launches the taxpayer upon another 
sea of troubles. Even if he was acquitted 
in the criminal trial, the government may 
still allege civil fraud, and “the civil case 
entails conference after conference at one 
level or another of the Internal Revenue 
Service. 7 


THE BRITISH FINANCE ACT, 1956—Continued from page 223 


and to be a constant figure calculated ac- 
tuarially according to mortality tables to be 
prescribed by the Commissioners of Inland 
Revenue. Until the annuity-payer has been 
officially notified (of the nontaxable capital 
portion of each payment), the annuity is to 
be treated as an ordinary life annuity from 
which standard rate income tax must be 
deducted, 

The annuity-payer will be entitled to claim 
repayment of the tax borne by him which 
he would have been entitled to deduct (for 
self-recoupment, under Section 169 of the 
Income Tax Act, 1952) had this new section 
not been enacted; and annuitants who have 
suffered deduction of tax at the source from 
the capital element as well as from the in- 
come element of such purchased annuities 
since April 6, 1956 (because there simply 
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has not been sufficient time yet for the 
commissioners to examine and pass upon 
each case) will also be entitled to claim re- 
payment of such tax withheld from the 
capital element of their 1956-1957 annuity 
checks. 


Said Section 27 is not to apply to (1) 
annuities which, apart from the section, are 
already treated for income tax purposes as 
containing a capital (nontaxable) element 
(that is, interminable annuities); (2) an- 
nuities qualifying for relief under Section 
23 (discussed above); (3) annuities pur- 
chased or provided for under a will or trust 
(with or without resort to capital); (4) 
annuities under a sponsored superannuation 
plan (as defined); (5) annuities purchased 
in recognition of services (or past services) 
in any office or employment. [The End] 
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This department reports on developing tax law in Canada describing 


administrative rulings, legislative action, court decisions and pertinent 
speeches. Highlighted this month are the following topics: amendment to 


Canada-United States tax agreement . . 


not capital gain 


Canada-United States 
Tax Agreement 


Under the existing Canada-United States 
tax agreement, in order to benefit from 
the special 5 per cent withholding rate 
charged on dividends passing from a sub- 
sidiary to a United States parent corpo- 
ration, it is necessary that 95 per cent of 
the subsidiary’s shares be American owned. 
A new agreement signed last year reduces 
this required percentage to 51 per cent 
(leaving the way open for greater Canadian 
equity holdings in Canadian subsidiaries 
of American corporations). The amending 
agreement was ratified by Canada in 1956 
and has now been sent to Congress for ratifi- 
cation by President Eisenhower. If it is 
ratified (without change) by the United 
States and if the instruments of ratification 
are exchanged anytime during 1957, the 
new provisions will be effective as of Janu- 
ary 1, 1957. 


Profit on Drainage Contract 
Income to Builder 


In the normal course of his business, a 
builder acquired a tract of land (for subdi- 
viding purposes) which was subject to an- 
nual spring floods. Inadequate drainage on 
an airfield adjoining the property was the 
cause of this flooding. The municipality 
concerned agreed, finally, to sponsor (and 
pay for) the drainage project necessary to 
put an end to this flooding. The builder 
bid successfully for the contract to carry 
out this project (on his own land). As part 
of the whole deal the builder agreed to 
give the municipality a right of way over 
his property. The drainage contract proved 
profitable and the Minister assessed the 
profit in the builder’s hands. The builder 
appealed,’ contending that the profit was 
capital gain—he had never been a “drain- 


Canadian Tax Letter 


. taxes on retail stores 


. profit from drainage contract 
. gifts on installment. 


age contractor” before and drainage con- 
tracting was not his business. 


The Board. dismissed the appeal. The 
drainage profits were income from a busi- 
ness. The drainage work was so closely 
allied to the taxpayer’s ordinary business 
that it could not be disassociated from it. 
It formed part of the taxpayer’s ordinary 
business activities. A secondary contention 
of the taxpayer, that the profit paid by the 
municipality was in consideration of the 
right of way surrendered to it, also failed. 
Even if the payment had been in consider- 
ation of the surrender of the right of way, 
the profit would have arisen from the pur- 
chase and resale of land. When done by 
a building contractor, this would result in 
taxable income anyway. Fortin v. Minister 
of National Revenue, 57 DTC 1. 


Gifts in Contemplation of Death 


While in the hospital as a result of a 
serious physical injury, a taxpayer, who 
was then over 90 years old, made a gift of 
a house to his daughter. Following his 
death two years later, his estate was as- 
sessed a gift tax in respect of this gift. The 
estate contended that the gift was exempt 
from tax since it was a gift made in con- 
templation of death. The Minister claimed 
that the transfer of the house was not a 
gift made in contemplation of death but was 
a taxable disposition. 


The appeal board allowed the appeal. 
The issue was whether or not the gift had 
been made in contemplation of death. The 
transfer of the house was not assessable to 
gift tax. The board pointed out that to 
be exempt from gift tax, it is enough that a 
gift be made in contemplation rather than 
in certain expectation of death. At the time 
the gift was made, the taxpayer had ample 
reason to believe that death might be near. 
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—William Rodger Estate v. Minister of Na- 
tional Revenue, 56 DTC 497. 


“Installment Plan"’ Gifts 
Not Accepted for Tax Purposes 


Two taxpayers, operating as a partner- 
ship, transferred an interest in their business 
to their sons. Each year for three years the 
fathers transferred a $4,000 tax-exempt in- 
terest to each son. These gifts were made 
by way of an oral agreement and precluded 
the sons from receiving any profits. The 
annual gifts were allegedly made in 1948, 
1949 and 1951, but they were recorded in 
1953 upon the advice of the local tax of- 
ficials. The Minister sought to collect gift 
tax on what he claimed was a $12,000 gift 
made to each son in 1953. The taxpayers 
appealed. 


The appeal board dismissed the appeal, 
concluding that the Minister’s assessment 
was proper. The taxpayers had probably 
intended to make the gifts in 1948, 1949 and 
1951 at a rate of $4,000 per year. However, 
they had failed to take all the steps neces- 
sary to make the gifts binding on them in 
those years. Until the transfer was recorded 
on the partnership books, the gifts were 
neither valid nor effectual—D’Esterre v. 


Minister of National Revenue, 56 DTC 398. 


Annuity Paid Under Terms 
of Will Is Personal Obligation 


A taxpayer and her brother were entitled 
to a residual benefit in their father’s estate 
provided they agreed to pay certain annui- 
ties. The beneficiaries accepted the con- 
ditions, and the assets of the father’s estate 
were distributed. The annuity payments 
were guaranteed by mortgaging estate 
property in the annuitant’s favor. The tax- 
payer sought to deduct the annuity pay- 
ments made as an expense incurred for the 
purpose of earning income. As an alterna- 
tive argument the taxpayer claimed that 
she was an “estate” within the meaning of 
the act and that as such she was entitled 
to deduct the annuity payments. The 
Minister disallowed the deduction on the 
grounds that the payments made (in re- 
spect of the annuities) were capital outlays. 


The Board dismissed the ensuing appeal. 
The annuity payments were not a charge 
on the property which the taxpayer had 
received (by will) from her father. They 
were a personal obligation accepted to fulfill 
a condition of the legacy. As to the “I-am- 
an-estate” contention, this also was without 
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base—once the assets of an estate are dis- 
tributed the beneficiary ceases to be an 
heir and becomes the owner of the prop- 
erty distributed. No. 369 v. Minister of 
National Revenue, 56 DTC 544. 


Provincial Taxes 


When is a department store a depart- 
ment store? Certain municipalities levy a 
business tax on department stores at a 
higher rate than on ordinary businesses. 


Recently two business houses were taxed 
as department stores. The first was a dry 
goods and home furnishing establishment. 
The second was a ladies’ wear store. In 
the first case the Ontario Supreme Court 
ruled that the home furnishings establish- 
ment was correctly assessed. It was clearly 
shown that this business encompassed five 
or more branches of the retail trade. 


The second decision went in favor of the 
taxpayer. This business handled ladies’ 
hats, handbags and even costume jewelry 
(in addition to dresses, etc.). The Ontario 
Supreme Court was of the opinion that all 
these lines were one branch of the retail 
trade—ladies’ wear. In these decisions the 
court stated quite clearly that the complete- 
ness of the inventory and the volume of 
business done were not factors to be con- 
sidered in determining whether or rot a 
business was a department store. London 
v. Kinasmill’s, Ltd., and R. J. Young & Com- 
pany, Ltd. v. London, CCH Ontarto Tax 
Reports, { 86-067 and { 86,068. 


Legal Cost of Fighting Landlord 
Not Deductible 


A service station operator was given 
notice to vacate. He had operated his sta- 
tion for some years as a lessee and did not 
want to leave. He consulted his lawyer and 
found out that he could not beat the evic- 
tion but, by fighting it in the courts, he 
might delay it for a couple of years. He 
sought to deduct the legal costs of his de- 
laying action as an operating expense, The 
Minister refused to allow the deduction. 
He contended that the expense was a capi- 
tal outlay (presumably on the grounds that 
it was made to protect a lease—a capital 
asset). 

The appeal board agreed with the Minis- 
ter. The legal expenses under review were 
not laid out for the purpose of earning in- 
come—at least they were not related to the 
earning of income. Trottier v. Minister of 


National Revenue, 56 DTC 584. 
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Atate Tax 


Reported here, by regions, are news items concerning some decisions, 
legislation, administrative rulings and important people in state tax- 


ation. 


The department's scope includes the following types of taxes: 


income, sales and gross receipts, property, gasoline, insurance com- 
pany, utility, franchise, inheritance and estate, and severance, also 


motor-vehicle registration fees. 


Items are adapted principally from 


Commerce Clearing House publications dealing with state and local taxes. 


Atlantic States 


Income taxes.—A number of income tax 
changes have been proposed in the Atlantic 
states. Massachusetts would add itself to 
the list of this area’s states practicing with- 
holding of income taxes (H. B. 456). An- 
other proposal (S. B. 464) would allow 
taxpayers to pay their income taxes in two 
installments, one half of the tax due and 
payable in advance of assessment at the time 
of filing the return, and the remaining half 
on the following June 15. In conformance 
with the federal Code, the state would levy 
income taxes against individual members of 
a partnership, rather than the partnership 
as a whole (H. B. 1470). An increase from 
3 per cent to 5 per cent in the temporary 
additional excise tax on the net income of 
foreign and domestic business and manu- 
facturing corporations would be made for 
1957 (H. B. 2502). 

New York introductions would provide 
for several deductions from the personal in- 
come tax: federal income taxes (A. B. 700) ; 
political contributions up to $100 (S. B. 75); 
and contributions to a nonprofit corporation 
promoting existing and new business where 
no substantial part of its activities are for 
propaganda or legislative-influencing pur- 
poses (A. B. 41). The definition of “capital 
assets” would be broadened (S. B. 376) to 
include gains and losses on the sale, ex- 
change or involuntary conversion of prop- 
erty used in trade or business, but only if 
the gains exceeded the losses; it would also 
include livestock, other than poultry, held 
for at least 12 months after acquisition for 
draft, breeding or dairy purposes. 


Property taxes——The tax exemption on 
personal property used in manufacturing in 
Baltimore, Maryland, has been repealed, 
effective Dece:nber 31, 1956 (Ordinance 643). 
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Connecticut would penalize residents who 
fail to pay the personal property tax on 
their automobiles within 60 days after it 
is due by canceling their vehicle registra- 
tion (H. B. 65). The state would also make 
changes in the taxation of agricultural prop- 
erty. Farming tools, equipment and live- 
stock would be totally exempt, but sheep, 
Angora goats, swine and poultry would no 
longer be exempt and property used for 
food production would be assessed at no 
more than 40 per cent of its fair agricul- 
tural market value, with the rate of taxation 
not to exceed ten mills (S. B. 11). 

Massachusetts would tax outside tele- 
phone booths $100 per year (H. B. 2505); 
it would classify easily removed or replaced 
household appliances, such as stoves and 
refrigerators, as personal property rather 
than real estate (S. B. 459); it would limit 
the tax rate on dwelling units housing up 
to three families to $75 for each $1,000 of 
assessed valuation (H. B. 1282); and it 
would permit cities and towns to exempt 
new office, industrial or residential build- 
ings up to 75 per cent of assessed valuation 
for a maximum of 15 years from the date of 
construction (S. B. 201). 

The United States Supreme Court denied 
a petition for certiorari against the New 
York ruling that the six-year statute of 
limitations may not be invoked against tax 
foreclosure, since New York City’s charter 
and administrative code both stipulate that 
a real estate lien continues until paid (L. K. 
Land Corporation, Dkt. No. 629). 


Sales and gross receipts taxes.—If a pro- 
posed 3 per cent sales tax is approved in 
Massachusetts, personal income tax exemp- 
tions would be raised to $10,000 and the 
motor. vehicle excise tax and the capital 
gains tax would be removed (H. B. 219). 
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Specific confirmation would be made of 
current’ administrative interpretation in Mary- 
land that in sales of tangible personal prop- 
erty for manufacturing purposes, the transfer 
is not subject to tax until physical posses- 
sion is transferred (S. B. 32). The fact 
that sales to Maryland residents by an un- 
qualified foreign corporation are solicited 
in the state by independent contractors does 
not free the corporation of the liability to 
collect the state’s use tax (Topps Garment 
Manufacturing Corporation v. State of Mary- 
land (Md. Ct. of App., January 14, 1957)). 

A power company’s steam plant structures, 
together with coal and ash handling equip- 
ment, were held exempt from county sales 
tax in New York because they were used in 
the production of tangible personal prop- 
erty. Distributing equipment, such as trans- 
former stations and towers, was held subject 
to tax (Matter of Niagara Mohawk Power 
Corporation v. Wanamaker (N. Y. Ct. of 
App., November 15, 1956)). 


Gasoline taxes.—Bills in three states would 
authorize evaporation refunds to retail dis- 
tributors of gasoline: New Jersey, 0.5 per 
cent (S. B. 10); Massachusetts, 1 per cent 
(H. B. 1280); and New Hampshire, 2 per 
cent (S. B. 1). New Hampshire would also 
raise its gasoline tax one cent (H. B. 69). 


Lake States 


Income taxes.—A number of Ohio cities 
have enacted income withholding tax ordi- 
nances that became effective January 1 of 
this year. The cities involved and the rates 
applicable are as follows: Bellefontaine, 
0.75 per cent; Bowling Green, 0.5 per cent; 
Ironton, 0.5 per cent; and Sidney, 0.75 per 
cent. The withholding requirements apply 
both to residents and nonresidents. Re- 
turns are due quarterly. With the excep- 
tion of Sidney’s ordinance, all ordinances 
are effective for two years. Sidney’s is effec- 
tive until December 31, 1960. 

Indiana would become the first of the lake 
states levying an income tax to provide for 
withholding from residents (H. B. 5). The 
withholding rate would be at 1 per cent on 
wages remaining after subtracting a pro- 
rata share of the $1,000 annual exemption. 
Indiana presently requires withholding of 
income taxes from nonresidents. 


Property taxes.—The Minnesota Legisla- 
ture proposes (S. B. 82) to increase the 
limitation on the annual tax levied against 
taxable property in Class III and Class IV 
cities for general fund purposes from four 
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the ordinary person seeks 
to minimize his tax liability and the 
desideratum in all tax ‘planning’ 

is the ideal of eating 

one's cake and having it, too.""— 
Joseph B. Byrnes, Chicago attorney, 


in the De Paul Law Review. 


cents to 5.5 cents on the dollar of assessed 
valuation of the cities. 


Sales and gross receipts taxes.—A tax 
reduction for small Indiana merchants with 
gross receipts of $100,000 or less is proposed 
(H. B. 19). The rate would be 0.25 per cent 
instead of 0.5 per cent on gross income 
from retail sales. 


The Indiana Supreme Court has ruled 
that sales of electricity by an Indiana cor- 
poration to an Illinois corporation are ex- 
empt from gross income taxation, since 
such transactions are in interstate com- 
merce and a tax thereon would violate the 
Constitution. (Gross Income Tax Division 
v. Chicago District Electric Generating Cor- 
poration (December 20, 1956)). 


Severance taxes.—A proposed law in 
Minnesota (S. B. 34) would levy a sever- 
ance tax on producers of timber from public 
lands for sale, profit or commercial use. 
Various rates are set depending upon the 
use and the type of the timber felled. 


Insurance company taxes.—All insurance 
companies chartered, as well as those li- 
censed, to write fire insurance in Indiana 
would be subjected to the tax of 0.5 per cent 
on excess gross premiums (H. B. 34). 


Midwestern States 


Income taxes.—Arkansas, which presently 
levies an income tax, would require general 
withholding beginning in 1958 (H. B. 37). 
Another bill (H. B. 41) would increase in- 
come tax rates about one third for both 
individuals and corporations. Credits against 
tax would be substituted for the present 
system of exemptions (H. B. 35). Federal 
taxes paid or accrued during the income 
year would be deductible (H. B. 8). 

The Arkansas Supreme Court has held 
that a foreign corporation leasing refriger- 
ator cars to railroads must pay income taxes 
on cars operated on railroad lines in Arkansas 
(Commissioner of Revenues v. Pacific Fruit 
Express Company (December 3, 1956)). 

An Iowa bill (S. B. 9) would subject to 
the corporate income tax rents and royalties 
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from tangible personal property located in 
Iowa. The bill would also make taxable the 
net income of foreign corporations from 
sales in Iowa by salesmen or representatives 
located in or out of the state, regardless 
of interstate or foreign commerce features. 

Nebraska would institute income taxa- 
tion (L. B. 134). The tax would be at the 
rate of 6 per cent on the net income of 
corporations; individuals would pay 3.5 per 
cent on the first taxable $1,000, 4 per cent 
on the second, 4.5 per cent on the third, 6 
per cent on the fourth, and 7.5 per cent on 
the fifth and above. The bill has a with- 
holding feature, with employers required to 
withhold 10 per cent of the amount of the 
federal tax withheld. 


Oklahoma would aid farmers and ranchers 
in drought disaster areas by recognizing 
capital gains on livestock held for 12 months 
and sold within the disaster area (H. B. 
512). The bill also would provide for the 
nonrecognition of the gain if it were rein- 
vested in a new foundation herd. 


Property taxes.—Both Iowa and Missouri 
have proposed bills to tax air carriers. 
Iowa (S. B. 23) would permit the state tax 
commission to set the rate on all aircraft 
and flight equipment of the air carrier based 
on an arithmetical average of the ratio of 
arrivals and departures, revenue tons and 
originating revenue that Iowa business would 
bear to all continental United States busi- 
ness. The Missouri property tax on air car- 
riers would be determined on a ratio basis 
of route miles and miles flown; the state 
tax commission would assess aircraft, and 
local authorities would assess other real or 
tangible personal property (H. B. 21). 

South Dakota has introduced bills em- 
bodying property tax procedural changes 
proposed by the governor. Aside from 
moneys and credits, property would be as- 
sessed at 50 per cent of true and full value 
(H. B. 501). An appointive five-man state 
board of equalization (H. B. 519) would 
equalize assessments between different counties 
and property it has assessed in the first 
instance (H. B. 520). County commissioners 
could ignore equalizations of the state board 
for 1956 (H. B. 506); could reduce them 
(H. B. 524); and all persons who have 
paid 1956 taxes would be deemed to have 
done so under protest (H. B. 507). 


Sales and gross receipts taxes.—Arkansas 
sales and use tax rates were raised from 2 
per cent to 3 per cent, effective February 
15, 1957. The new law (Act 19; S. B. 32) 
also abolishes the sales tax credit for sales 
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“Anyone may so arrange his affairs 
that his taxes shall be as low as 
possible; he is not bound to choose 
that pattern which will best 

pay the Treasury; there is not 

even a patriotic duty to increase 
one's taxes."'"—Judge Learned Hand, 
in Helvering v. Gregory. 


or use taxes paid on vehicles purchased in 
another state. Equipment or machinery 
brought into Arkansas by nonresident con- 
tractors for construction, maintenance or re- 
pair work would be subject to the use tax 


eo: Bi.27). 


A brand new Nebraska sales and use tax 
(L. B. 134) would become effective in 1958. 
It would be a retailer’s occupation privilege 
tax at the rate of 2 per cent of gross retail 
sales. Another Nebraska bill (L. B. 15) 
would place a flat tax of five cents per 
person on all admissions to commercial 
places of entertainment. 

Bottle, glass or can, each container of 
nonintoxicating beverage sold in Oklahoma 
would be subjected to an additional sales 
tax according to size: 12 ounces, one cent; 
16 ounces, two cents; quart, three cents 


(H. B. 529). 


Severance taxes.— Arkansas severance 
taxes on minerals and natural gas have 
been doubled, except for the tax on barite 
and other ores which is up 50 per cent 
(Act 21; S. B. 34). The act leaves timber 
product rates as is and it raises the catch-all 
tax (everything from diamonds to fuller’s 
earth) from 4 per cent to 5 per cent of 
market value at the time of severance. 


Gasoline taxes.—Motor fuel taxes would 
be raised one cent in Arkansas (H. B. 15). 


Pacific States 


Income taxes.—The California Legisla- 
ture, which recessed from January 25 to 
March 4, has proposed a number of income 
tax changes. Regarding personal income 
taxes, federal percentages of gain or loss 
on the sale or exchange of a capital asset 
would be recognized instead of the present 
graduated rates (S. B. 193); federal income 
or profits taxes paid or accrued within the 
taxable year would be deductible (S. B. 
191); medical, dental and adoption expenses 
in excess of 3 per cent of adjusted gross in- 
come, instead of the present 5 per cent, 
would be deductible (S. B. 194); and de- 
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pendent deductions would be increased from 
$400 to $600 (S. B. 192). Regarding cor- 
porate income taxes, federal provisions on 
allowances for depreciation and exploration 
and development expenditures would be in- 
corporated into the state law, with the ex- 
ception that only $75,000, rather than $100,000, 
would be deductible for mineral exploration 
expenses (S. B. 178). Another bill pro- 
vides similarly for the personal income tax 
law (S. B. 177). 

A sweeping revision of individual income 
tax deductions would be made in Oregon 
(H. B. 127). Among the changes would be 
an increase from $500 to $600 in the initial 
individual deduction and the dependent 
deduction, an increase from $1,000 to $1,200 
in the deduction for a married person liv- 
ing with husband or wife and an increase 
in the additional blind and over-65 deduc- 
tions from $500 to $600. The bill would 
also double the minimum income figures 
requiring the filing of a return and would 
abolish the surtax for tax years ending 
after August 3, 1956. 

The income division of the Oregon State 
Tax Commission has ruled in favor of tax 
relief for a widowed partner where the 
husband-and-wife partnership is dissolved 
during the tax year because of the death 
of one partner. The deceased partner’s part- 
nership net profits for the short period must 
be included in the decedent’s final return. 
However, where dissolution and continua- 
tion of the business causes losses to be 
suffered during the remainder of the tax 
year, the widowed spouse may reduce the 
hardship by filing a joint return. 


Property taxes.—A recent opinion of the 
California Attorney General has prompted 
the introduction of corrective legislation. 
On November 30, 1956, the attorney gen- 
eral opined that intercorporation debts, 
either between the parent and subsidiary 
or between subsidiaries of the same parent, 
are subject to taxation as solvent credits, 
regardless of whether the subsidiaries are 
wholly or partially owned. A recently in- 
troduced bill (A. B. 596) would provide that 
they are not so taxable. 

The valuation division of the Oregon 
State Tax Commission has ruled that un- 
patented mining claims are exempt from 
property taxation. 


Sales and gross receipts taxes.— An 
Arizona bill (H. B. 19) would replace the 
present income tax and transaction privi- 
lege taxes in 1958 with a gross receipts tax 
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at the following rates: 0.75 per cent of 
wholesale sales; 1 per cent of retail sales 
other than gasoline; 0.25 per cent of the 
first $5,000 of gross income from wages 
and salaries, ranching and farming, 0.5 per 
cent of the second $5,000 and 1 per cent 
over $10,000; 1 per cent on utilities, financial 
institutions and gross income from all other 
sources, including professional services. Re- 
tailers would get a $3,000 exemption; other 
taxpayers, $1,000. 

A California proposal (A. B. 597) would 
permit sellers to take credit for sales and 
use taxes previc‘isly paid on worthless ac- 
counts that had actually been charged off 
for income tax purposes. 


Franchise taxes.— The California State 
Board of Equalization on November 27, 
1956, held in two cases (Appeal of Jacmar 
Orchards, Inc., and Appeal of Colima Homes, 
Inc.) that where sales of properties are in- 
complete within a taxable year and are 
subject to substantial contingencies, amounts 
received should be excluded from income 
for franchise tax purposes. 


Motor vehicle fees—An Arizona bill 
(S. B. 49) would replace present unladen 
weight fees per 100 pounds with flat fees 
based on the number of axles and on weight, 
and ranging from $11 to $285. 

A California introduction (S. B. 96) would 
exempt household goods carriers from city 
excise or license taxes when their city oper- 
ations are incidental to their business con- 
ducted elsewhere. 


Southern States 


Income taxes——A Georgia bill (H. B. 
117) would classify nonresidents as to tax- 
ability. A taxable nonresident would be a 
natural person who regularly engages in 
business or rents property within the state 
and who sells tangible or intangible prop- 
erty which has a taxable situs within the 
state. A nontaxable nonresident would mean 
every natural person who is not a resident 
or a taxable nonresident of the state. Tax- 
able nonresidents would be taxed only on 
income derived from within the state. A 
second Georgia bill (S. B. 6) would permit 
the deduction of federal income taxes from 
gross income. 

South Carolina would raise income tax 
rates 1 per cent. Taxing income in excess 
of allowable exemptions, the rate would be 
3 per cent on the excess up to $2,000; 4 
per cent above $2,000 to $4,000; 5 per cent 
above $4,000 to $6,000; and 6 per cent above 
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$6,000 (H. B. 1031). The state would also 
require higher withholding after July 1, 
1957 (H. B. 1032), with the rate computed 
according to present income tax rates. 
Medical expense deductions would be brought 
into agreement with federal figures, expenses 
for medicine and drugs in excess of 1 per 
cent of adjusted gross income and other medi- 
cal expenses in excess of 3 per cent (H. B. 
1162). South Carolina would raise the in- 
come tax rate on domestic and foreign 
corporations from 5 per cent to 5.5 per 
cent (H. B. 1030) and would increase the 
corporate deduction in determining minimum 
tax due from $6,000 to $20,000 (H. B. 1184). 


Property taxes.—South Carolina lease- 
hold estates conveyed for a definite period 
by a grantor whose property is tax exempt 
to a grantee whose property is not exempt 
would be subject to property tax (S. B. 24). 


Sales and gross receipts taxes.—Adopted 
January 3, 1957, Ordinance 895 of New 
Orleans, Louisiana, exempts from that city’s 
sales tax sales of tangible personal prop- 
erty and/or services made in the city for 
delivery outside the city, if the property 
is to be used or consumed outside of the 
city for industrial or commercial purposes. 


Severance taxes.—West Virginia, which 
does not have a severance tax, would im- 
pose one, effective July 1, 1957 (H. B. 133). 
A sampling of the rates set in the bill is 
as follows: coal, ten cents per ton; lime- 
stone, clay, ordinary sand, gravel or crushed 
stone, five cents per ton; salt, ten cents per 
ton; oil, 25 cents per barrel; gas, one cent 
per thousand cubic feet; pulpwood, 15 cents 
per cord on pine, spruce or hemlock and 
12 cents per cord on all others. 


Gasoline taxes.—Gasoline retailers in West 
Virginia would be allowed an evaporation 
refund of excise taxes up to 1.5 per cent of 
monthly gallonage and a refund on gasoline 
lost or destroyed through fire, lightning, 
breakage or flood (H. B. 81). 


Western States 


Income taxes.—Colorado would exempt 
tips from income taxation (S. B. 10). 


Utah, which imposes an income tax, would 
require withholding, beginning July 1, 1957, 
under a recent proposal (H. B. 30). Em- 
ployers would withhold 7 per cent of the 
amount withheld under the federal Code 
and would file quarterly returns. 


Property taxes.—Instruments conveying 
real property in Colorado would be sub- 
jected to a recording fee of one cent per 
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“ . . the State property tax .. . is 
a continuing tax on thrift inasmuch 
as the State levies on every 

dollar through gross income taxes 
and then each year continues to tax 
that same dollar if it is 

invested in a home, a farm, a 
business, or anything else 

which is tangible.''—-Governor 
Harold Hanley of Indiana. 


$100 of the price paid (H. B. 52). Another 
Colorado bill would assess personal prop- 
erty brought into the state for less than a 
full year for the entire year (S. B. 16). 

Wyoming would provide for a valuation 
adjustment of the personal property, not 
including motor vehicles, of electric utili- 
ties (H. B. 55). The factor to be used in 
adjustment would be determined by divid- 
ing the average revenue per mile of a par- 
ticular utility by the average revenue per 
mile of all electric utilities in the state. 
These averages would result from a division 
of the gross operating revenue by the total 
miles of transmission and distribution lines 
owned and operated. Where the valuation 
adjustment factor equals or exceeds “one” 
for any utility, the assessed valuation of 
its personal property, without the adjust- 
ment, would be certified. 


Inheritance taxes.— Replacing present 
scaled rates, a Wyoming bill would sub- 
ject each beneficiary of an estate with a 
value over $10,000, including institutions, 
to a tax of $2 levied upon the amount of 
inheritance (H. B. 18, passed House). (The 
tax was probably intended to be 2 per cent.) 


Severance taxes.—New Mexico would in- 
crease the severance tax on copper from 
0.5 per cent to 2 per cent (H. B. 30). The 
bill would keep the severance tax rate on 
potash, oil and natural gas at 2.5 per cent, 
but all other natural resources would be 
taxed at 2 per cent. 

Wyoming proposes to impose a 2.5 per 
cent severance tax on the gross value of 
the following: uranium ore, coal, crude oil, 
natural gas, bentonite, trona and iron ore 


(H. B. 66). 


Insurance company taxes.—A bill intro- 
duced in Wyoming (S. B. 59) would sub- 
ject surplus line insurance brokers to a 5 
per cent tax on gross premiums from sur- 
plus line insurance. Where policies covered 
risks only partly in the state, the tax would 
be allocable. 
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ax-Wire 


This department lists meetings of 
interest to tax men and reports on 
studies, speeches and other activities 
in the tax field. Featured this month: 
Tax Institute elects new president 
. . . loophole v. tax law reform... 
budget cut of $8.2 billion called 
for . . . after-tax rates of return for 
the various methods of depreciation 
compared in recent publication. 


Meetings of Tax Men 


Federal Bar Association—A tax sym- 
posium with the theme “Tax loopholes and 
inequities—what will Congress do about 
it?” will be sponsored by the Federal Bar 
Association on March 26. The symposium, 
in which prominent tax practitioners will 
participate, will begin at 7:30 p. m. at the 
United States Court House, Foley Square, 
New York City. Admission will be free. 

Further information can be obtained from 
the chairman of the Committee on Federal 
Taxation, Martin M. Lore, 107 William 
Street, New York 38, New York. 


New Jersey Society of Certified Public 
Accountants.—A “Treasury Night” dinner 
tax meeting will be held by the New Jersey 
Society of Certified Public Accountants on 
February 27 at the Essex House Hotel in 
Newark. The meeting will begin at 6:30 
p. m. Regional and district officers of the 
Internal Revenue Service will be among 
the guests. Dan Throop Smith, who holds the 
recently created position of Deputy to the 
Secretary of the Treasury and who is fea- 
tured on this month's cover of Taxes, will 
be the speaker. 

Reservations at $3.75 each should be made 
with the society at its offices at 744 Broad 
Street, Newark 2, New Jersey. 


Kingsley Named Head 
of Tax Institute 


William Kingsley, deputy director of the 
New Jersey Division of Taxation, was 
elected president of Tax Institute, Inc., 
national tax research organization, on Janu- 
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ary 21. Paul J. Strayer, of Princeton Uni- 
versity, and John J. Gibson, secretary and 
general counsel of Johnson & Johnson, 
were named vice presidents, and Stanley J. 
Bowers, Ohio State Tax Commissioner, 
was elected treasurer. 

Four men were elected to three-year 
terms on the board of directors. They are 
Joel Barlow, attorney, Washington, D. C.; 
George J. Brady, CPA, New York; Eugene 
G. Shaw, Commissioner of the North Caro- 
lina Department of Revenue; and Harry J. 
Wright, manager, tax department, American 
Broadcasting—Paramount Theatres, Inc. 

Named to three-year terms on the Tax 
Institute’s advisory council were the follow- 
ing: James A. Arnold, Jr., John J. Camp- 
bell, Denzel C. Cline, James N. Connolly, 
John Dane, Jr) Ewen C. Dingwall, Robert 
W. French, C. Lowell Harriss, Lucien La- 
moureux, Alfred J. McDowell, Louis M. 
Nims, George S. Olive, Frederick L. Patton, 
Harold S. Shefelman and Norman A. Sugar- 
man. 


President Kingsley announces that the 
Tax Institute will pursue a particularly ac- 
tive conference and publication program in 
1957. Among important publications now 
at press is a volume on financing highways. 


Congress Pictured as 
a Myopic St. George 


Congress is pictured as a myopic St. 
George out to kill the “dragon” of loopholes 
in our tax law but failing to see or to 
joust with the real “dragon,” which is the 
tax law itself, in an article by Roswell 
Magill, president of the Tax Foundation, 
entitled, “How Progressive Can We Get!” 
that appears in the foundation’s January, 
1957 Tax Review. 

The real troubles are not the loopholes; they 
are but symptomatic of the fact that tax 
rates are too high, both at the bottom and 
at the top of the scale, that the tax law 
is much too complicated and obscure with 
many provisions that operate to defeat eco- 
nomic development, Magill claims. 

An implicit question is posed in the arti- 
cle: Do the high tax rates on upper 
bracket income result in tax evasion? The 
answer is that they may, since, in 1948, when 
there were substantial reductions through- 
out the income scale, the tax liability on 
returns in all income classes above $60,000 
was greater than in 1947. 

Mr. Magill would establish a 50 per cent 
tax ceiling. Its benefits would not be limited 
to the affected taxpayers but would provide 
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a sharp increase in available risk capital, 
an essential to the development of our 
economy that is being dried up under the 
present tax system. 


An attack is made on present attempts 
to establish a graduated system of taxation 
of the income of corpora‘ions. If the argu- 
ment for the system is premised on aid for 
small business, it is fallacious, since only 
15 per cent of the small businesses in this 
country do business in the corporate form, 
Magill points out. The system would only 
feed the same “‘loophole’ dragon that 
Congress has been struggling to conquer 
for sO many years.” 


NAM Calls for Budget Cut 
of $8.2 Billion 


The board of directors of the National 
Association of Manufacturers wound up a 
two-day meeting at Boca Raton, Florida, 
with a call for the lopping off of $8.2 billion 
from President Eisenhower’s $71.8 billion 
budget. 

The NAM specifically recommended that 
$4.1 billion be sliced from proposed civilian 
spending, $2.2 billion from foreign aid and 
$1.9 billion from military spending. 


The manufacturer’s association urged the 
President to take “firm leadership” in re- 
ducing the budget and recommended that 
Congress (1) restrict appropriations to dem- 
onstrated real needs and rescind existing 
appropriations backlogs to the maximum 
extent; (2) restrict open-end commitments 
whereby federal expenditures are determined 
by nonfederal agencies; and (3) review, 
modify and repeal, as necessary, substan- 
tive legislation involving long-term fiscal 
commitments. 


What Direction Tax Reform? 


The nation’s businessmen were told recently 
that unwittingly they support regulation 
through taxation “by conscious or subcon- 
cious embracement of the theory that the 
federal fiscal system primarily exists to 
compensate for swings in business activ- 
ity.” Speaking before a meeting of the 
National Industrial Conference Board, Jan- 
uary 17-18 at the Hotel Commodore in 
New York City, William, J. Grede, former 
chairman of the tax committee of the Na- 
tional Association of Manufacturers, told 
businessmen that the proof of the absurdity 
of the compensatory theory exists in the 
present period of prosperity with its ex- 
cessive, inflationary pressures for expansion 
of bank credit. The tax laws were described 
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as the real culprit, because they are designed 
to produce a shortage of capital by prevent- 
ing normal savings by the higher income 
groups. 

Businessmen were also warned against 
accepting the idea that the purpose of tax 
reduction is to stimulate private activity 
of one kind or another. “Tax reduction does 
not provide motivation, but only the free- 
dom to respond to an existing motivation.” 
The need is not to attempt stimulation, but 
to permit the freer play of economic forces, 
without inflationary bias through a reduction 
of discriminatory rates. 

Mark E. Richardson, partner in the ac- 
counting firm of Lybrand, Ross Brothers 
& Montgomery, speaking at the NICB 
meeting, said that present corporate tax 
rates are actually detrimental to business 
activity and penalize the small stockholder. 
“Much of the time of corporate officers, 
which might well be spent in the production 
of greater income, is presently consumed 
in efforts to control the amount of income, 
to control the time of realization of income 
so as to obtain appropriate offsets, to con- 
vert: ordinary income into captial gains .. . 
even to the nonrealization of income at a 
particular time,” he charged. 


Is a tax reduction feasible? Alfred C. 
Neal, president of the Committee for Eco- 
nomic Development, said that it is. “Meas- 
ured by gross national product, and 
corrected for price changes,” said Mr. Neal, 
“our country is growing at the rate of more 
than three per cent a year. In an average 
year, economic growth would increase tax 
receipts at current levies by 2-% or 3 billion 
dollars. This is an amount sufficient to 
reduce everybody’s personal income tax by 
an average of 7 or 8 per cent. 


“Assuming a reasonable rate of growth 
during the next decade, it would be possible 
to reduce all federal tax rates by at least 
20 per cent and still raise the same huge 
revenue that will be raised in the current 
year.” 


The loophole problem was considered by 
the business leaders. Mr. Grede said that 
the problem “never can and never will be 
objectively viewed and throughly re-ex- 
amined until the rates themselves have been 
brought down to moderate and reasonable 
levels.” 

“The air is too highly charged with sus- 
picion and prejudice,” said Mr. Neal. “The 
selfish question of ‘Who Gets What?’ must 
be replaced by a more sophisticated con- 
sideration of taxation’s effects upon the 
economy as a whole.” 
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Another facet in the argument for the 
reduction in income taxation was discussed 
by Thomas N. Tarleau, partner in the legal 
firm of Willkie, Owen, Farr, Gallagher 
& Walton. Said Mr. Tarleau: “In my 
opinion, there is a general feeling that the 
federal tax system places too great reli- 
ance on the income tax and, consequently, 
it lacks balance. A more important roll 
for excise taxes would give greater stability 
to the tax system.” He called attention to 
the fact that customs and excise taxes 
produced over 40 per cent of Great Britain’s 
revenue in 1953, 25 per cent of Canadian 
revenue, while in our country excise taxa- 
tion produces only 15 per cent of total 
revenue. 


One of the proposals of the President’s 
Cabinet Committee on Small Business to 
provide tax relief for small business got 
both a boost and a bust from speakers at the 
NICB meeting. Leslie Mills, partner in the 
accounting firm of Price Waterhouse & 
Company, said that the liberalized deprecia- 
tion rules of the 1954 Code should be 
further liberalized to include used property 
and property acquired prior to 1954. This 
would stimulate the market for used prop- 
erties and make it easier to dispose of used 
properties to secure funds to finance 
modernization, he said. On the other hand, 
Joel Barlow, chairman of the Taxation 
committee of the United States Chamber 
of Commerce, said that the proposal would 
give rise to an epidemic of tax avoidance. 
“Everybody would be buying and selling 
used machinery, and it would be changing 
hands simply for tax purposes.” 
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Depreciation Methods and 
After-Tax Rates of Return 


An answer to the question of what method 
of tax depreciation yields the higher after- 
tax rate of return has been sought by the 
rese2.ch staff of the Machinery and Allied 
Products Institute. Utilizing its own for- 
mulas, the staff had previously determined 
that the use of the double-rate-declining- 
balance method or the sum-of-the-digits 
method would improve the level of after-tax 
return over that achieved with straight-line tax 
depreciation. Now the institute has issued 
a report on a new study which compares the 
double-declining- balance -with- straight- line- 
switch, the straight double-declining-balance 
and the sum-of-the-digits methods. (Capital 
Goods Review No. 28, “The Sum-of-Digits 
and Declining-Balance Depreciation Methods 
Compared.”) 


The pamphlet indicates that in the ab- 
sence of a terminal salvage estimate, a 
slightly higher after-tax return is received 
from the sum-of-the-digits method than 
from either type of declining-balance write- 
off. 


Different conclusions follow, however, 
where there is a terminal salvage estimate. 
Quoting from the study: “. . . except for 
very short service lives the band of salvage 
ratios for which declining-balance-with- 
straight-line-switch gives better results than 
either straight declining-balance or sum-of- 
digits is a relatively narrow one. This sug- 
gests the possibility of splitting the band 
between the two alternatives. For ordinary 
asset lives (those above 5 years) the tax- 
payer would not go far wrong by adhering 
to a very simple rule: Sum-of-digits where 
the salvage estimate is below 10 percent of 
cost; straight declining-balance where the esti- 
mate exceeds 10 percent. 


“This rule may or may not appeal to 
particular companies, depending on their 
past practice, the present set-up of their 
depreciation accounts, the number of de- 
preciable assets involved, and other factors. 
In view of the slight difference shown here 
in low-salvage cases between sum-of-digits 
and double - declining - balance - with - switch, 
these practical considerations may well con- 
trol the choice. There is no one ‘best’ 
solution.” 


The above-discussed publication is avail- 
able for 25 cents from the Machinery and 
Allied Products Institute, 1200 Eighteenth 
Street, N. W., Washington 6, D. C. A 
book, Realistic Depreciation Policy, is for 
sale at $6. 
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Federal Tax 


April 15—— 

Last day for filing income tax returns by 
individuals for calendar year 1956. 
Forms 1040 and 1040A. Due date for 
filing partnership returns for year 
ended December 31, 1956. Form 1065. 
(Code Sections 6072 and 6151.) 

Due date for declaration and payment of 
one quarter of 1957 estimated tax by in- 
dividuals (except farmers) if filing re- 
quirements were met by April 1. (Code 
Sections 6073 and 6153.) Form 1040-ES. 


all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. (Regulations 71, Sec- 
tion 113.142.) 


Last day to file gift tax return and for 


payment if gift of more than $3,000 was 
made in calendar year 1956 to any 
person. (Code Section 6075(b).) 


Last day for fiduciary of an estate or Apri] 30—— 


trust to file income tax return for cal- 
endar year 1956. Due date for payment 
of tax for such year. However, in the 
case of the estate of a decedent the 
fiduciary may pay tax in four equal 
installments. The first installment is 
due on this date. (Code Sections 6012, 
6072 and 6152.) Form 1041. 

Due date for annual return of informa- 
tion required of trusts claiming chari- 
table deductions under Section 642(c) 
other than trusts the net income of 
which must be distributed currently 
each year to the beneficiary. (Code 
Section 6034(a).) Form 1041-A. 

Due date, by general extension, of returns 
for the fiscal year ended October 31, 
1956, in the case of (1) foreign partner- 
ships, (2) foreign corporations which 
maintain offices or places of business in 
the United States, (3) domestic corpora- 
tions which transact their business and 
keep their records and books of accounts 
abroad, (4) domestic corporations whose 
principal income is from sources within 
the possessions of the United States 
and (5) American citizens residing or 
traveling abroad, including persons in 
the military or naval service on duty 
outside the United States. (Code Sec- 
tions 6081 and 6151; Regulations 118, 
Section 39.53-3.) Forms: (1) Form 
1065; (2)-(4) Form 1120; (5) Form 
1040. 


Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for March. (Code Section 6035.) Form 
957. 

Due date for delivery to local collector 
of internal revenue, by stamp depositaries 
of the United States, of requisitions for 





Due date of return for the quarter ending 


March 31, 1957, of excise taxes on 
safe deposit boxes; transportation of oil 
by pipeline; telephone, telegraph, radio 
and cable messages and services; trans- 
portation of persons; admissions, dues 
and initiation fees; gasoline, lubricating 
oils and matches; sales by manufac- 
turers, including sales of pistols and 
revolvers; processing of certain oils; 
sales by the retailer; manufacture of 
sugar; transportation of property; and 
diesel fuel. However, if, and only if, 
the return is accompanied by depositary 
receipts (Form 537, Depositary Receipt 
for Federal Excise Taxes), showing 
timely deposits, in full payment of the 
taxes due for the entire quarter, the re- 
turn may be filed on or before the tenth 
day of May. Form 720. (Regulations 
Sections 477.2 and 477.3.) 


Employers’ quarterly returns and pay- 


ment (by depositary receipts or cash) 
of the following taxes for the first 
quarter of 1956: (1) employees’ tax 
withheld under Code Section 3102; (2) 
employers’ tax under Code Section 3111; 
and (3) income tax on wages withheld 
under Code Section 3402. With re- 
spect to such taxes for March, the 
employer may either include with his 
return (Form 941) direct remittance to 
the district director or attach to such 
return a depositary receipt for the 
amount validated by a federal reserve 
bank. Where the return on Form 941 
is accompanied by depositary receipts 
(Form 450) showing timely deposits in 
full payment of the taxes due for the 
entire first quarter, the return may be 
filed on or before May 10. (Regula- 
tions 120, Sections 405.601, 405.606.) 


A 


Of Special Interest CH, 


To Federal Tax Men 


PENSION AND PROFIT-SHARING 
PLANS AND CLAUSES 


Everyone responsible for initial tax qualification and continuing com- 
pliance with pertinent federal requirements governing employee benefit 
plans will welcome this comprehensive new book. 


For it was especially designed for those concerned with the problems 
involved in setting up, amending, or analyzing a pension or profit-sharing 
plan or program. At once practical and authoritative, it brings together in 
one convenient source the pertinent ideas, methods, ‘‘savvy,"’ and ‘‘know- 


how" of a representative cross-section of firms, large and small, in many 


different lines of business and industry. 


Here is a wealth of invaluable working facts and information including: 
(1) the exact texts of 20 complete employee benefit plans, and (2) the actual 
words and phrases of over 300 use-tested clauses for adoption, adaption, or 
suggestion in meeting specific situations and objectives in wide variety. 
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